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SECURITIES  AND  EXCHANGE 
COMMISSION 


17  CFR  Part  240 

[Release  No.  34-25891;  File  Nos.  S7-22-87, 
4-308,  SR-NYSE-86-17,  and  SR-PSE-84- 
23] 

Voting  Rights  Listing  Standards; 
Disenfranchisement  Rule 

AGENCY:  Securities  and  Exchange 
Commission. 

ACTION:  Final  rule. 

SUMMARY:  The  Commission  announces 
the  adoption  of  Rule  19c-4  under  the 
Securities  Exchange  Act  of  1934,  which 
has  the  effect  of  amending  the  rules  of 
national  securities  exchanges 
("exchanges")  and  national  securities 
associations  (“associations”) 
(collectively  “self-regulatory 
organizations”  or  “SROs”)  regarding 
listing  and  authorization  requirements 
concerning  shareholders  voting  rights. 
Rule  19c-4  amends  exchange  and 
association  rules  to  prohibit  the  common 
stock  or  other  equity  securities  of  a 
company  from  being  or  remaining  listed 
on  an  exchange  or  from  being  or 
remaining  authorized  for  quotation  and/ 
or  transaction  reporting  through  an 
automated  inter-dealer  quotation  system 
operated  by  an  association  (such  as  the 
National  Association  of  Securities 
Dealers  Automated  Quotation 
(“NASDAQ”)  System),  if  such  company 
issues  securities  or  takes  other 
corporate  action  that  would  have  the 
effect  of  nullifying,  restricting,  or 
disparately  reducing  the  per  share 
voting  rights  of  existing  common  stock 
shareholders  of  the  company. 

EFFECTIVE  DATE:  July  7, 1988. 

FOR  FURTHER  INFORMATION  CONTACT. 
Stephen  Luparello,  Attorney,  or  Sharon 
Itkin,  Attorney,  Branch  of  Exchange 
Regulation,  Division  of  Market 
Regulation,  Stop  5-1,  450  Fifth  St.  NW., 
Washington.  DC.  20549,  at  202/272-2451. 
SUPPLEMENTARY  INFORMATION: 

I.  Introduction  and  Background 

The  Securities  and  Exchange 
Commission  (“Commission”  or  “SEC”) 
announces  the  adoption  of  Rule  19c-4 
under  the  Securities  Exchange  Act  of 
1934  (“Act”),  which  adds  to  the  rules  of 
national  securities  exchanges  that  make 
transaction  reports  available  pursuant 
to  Rule  llAa3-l  under  the  Act  ‘  a 

'  17  CFR  240.11Aa3-l  {1988).  By  limiting  the  scope 
of  Rule  19C-4  to  those  exchanges  that  make 
transaction  reports  available  pursuant  to  Rule 
llAa3-l  under  the  Act,  the  Commission  excludes 
the  Intermountain  ("ISE")  and  Spokane  (“SSE”) 
Stock  Exchanges  from  coverage  under  the  Rule.  The 


prohibition  on  an  exchange  listing  or 
continuing  to  list  the  common  stock  or 
other  equity  securities  of  a  domestic 
issuer  if  the  issuer  issues  securities,  or 
takes  other  corporate  action,  with  the 
effect  of  nullifying,  restricting,  or 
disparately  reducing  the  per  share 
voting  rights  of  any  common  stock  of 
such  issuer  registered  under  Section  12 
of  the  Act.2  Rule  19c-4  also  contains  a 
similar  addition  to  the  rules  of  a 
national  securities  association  ®  to 
prohibit  an  association  from  authorizing, 
or  continuing  to  authorize,  for  quotation 
and/or  transaction  reporting  on  an 
automated  inter-dealer  quotation 
system,^  the  common  stock  or  other 
equity  securities  of  a  domestic  issuer  if 
the  issuer  issues  securities,  or  takes  over 
corporate  action,  with  the  effect  of 
nullifying,  restricting,  or  disparately 
reducing  the  per  share  voting  rights  of 
any  common  stock  of  such  issuer 
registered  under  Section  12  of  the  Act, 

On  June  22, 1987,  the  Commission 
issued  a  release  announcing  the 
commencement  of  a  proceeding 
pursuant  to  section  19(c)  of  the  Act  to 
consider  whether  to  adopt  a  rule 
pertaining  to  the  disenfranchisement  of 
shareholder  voting  rights.^  In  connection 
with  this  proceeding,  the  Commission 
solicited  public  comment  on  proposed 
Rule  19c-4  and  held  public  hearings  on 
July  22, 1987  (“July  hearings”).® 

Commission  believes  this  is  appropriate  because  the 
ISE  is  dormant,  and  the  securities  listed  on  the  SSE 
do  not  have  a  widespread  national  investor  interest. 
In  addition,  the  Commission  notes  that,  while  Rule 
19C-4  would  not  apply  to  the  Chicago  Board  Options 
Exchange  (“CBOE")  because  it  currently  does  not 
trade  stocks,  if,  and  when,  the  CBOE's  proposed 
rule  change  (SR-CBOE-85-50)  to  trade  stocks  is 
approved,  Rule  19c-4  would  apply  to  issues  traded 
on  the  CBOE. 

•  15  U.S.C.  781. 

’  Currently,  the  National  Association  of  Securities 
Dealers  is  the  only  national  securities  association 
registered  under  Section  ISA  of  the  Act.  15  U.S.C. 
78o-3(a). 

Currently,  NASDAQ  is  the  only  such  inter¬ 
dealer  quotation  system.  The  so-called  “pink 
sheets"  and  other  local  inter-dealer  quotation  sheets 
do  not  constitute  at  present  an  automated  inter- 
dealer  quotation  system  under  the  Act. 

*  See  Securities  Exchange  Act  Release  No.  24823 
dune  22. 1987),  52  FR  23665  (June  24. 1987) 
("Proposing  Release"). 

*’  Seventeen  commentators  testified  at  this  public 
hearing,  and  the  Commission  received  over  1100 
written  comments.  See  text  accompanying  notes  23 
to  68  infra  (summarizing  the  significant  comments 
received).  The  Commission  staff  also  has  prepared  a 
separate  document,  summarizing  all  comments  in 
more  detail,  which  is  available  in  the  Commission's 
Public  Reference  Section,  450  Fifth  SL  NW^ 
Washington.  DC.  20549.  under  File  No.  87-22-67. 


The  decision  by  the  Commission  to 
propose  Rule  19c-4  followed  attempts 
by  the  New  York  Stock  Exchange 
(“NYSE”),  American  Stock  Exchange 
(“Amex”),  and  the  National  Association 
of  Securities  Dealers  (“NASD”)  to 
resolve  the  issue  of  voting  rights  listing 
standards.  In  September  1986,  the  NYSE 
filed  with  the  Commission  a  proposed 
rule  change  ’  pursuant  to  section  19(b) 
of  the  Act  ®  and  Rule  19b-4  thereunder  ® 
to  modify  its  long-standing  rule 
mandating  a  one  share,  one  vote 
standard  for  all  common  stocks  listed  on 
the  NYSE.  10  The  NYSE  filing 
represented  the  culmination  of  a  two 
year  deliberative  process,  begun  in  1984 
when  General  Motors  Corporation 
(“GM”)  announced  its  intention  to  issue 
a  second  class  of  stock  with  one-half 
vote  per  share  to  finance  its  acquisition 
of  Electronic  Data  Systems.  As  a  result 
of  the  GM  issuance  and  the  subsequent 
proposal  by  a  number  of  other  NYSE 
companies  to  issue  disparate  voting 
rights  stock,  the  NYSE  declared  a 
moratorium  on  compliance  with  its  one 
share,  one  vote  rule,  and  appointed  a 
Subcommittee  on  Shareholder 
Participation  and  Qualitative  Listing 
Standards  (“Subcommittee”).*  *  As  of 
June  1, 1988,  the  NYSE  had  55  listed 
companies  that  had  either  issued 
disparate  voting  rights  stock  or  amended 
their  charters  to  limit  the  voting  power 
of  large  shareholders  (capped  voting 
rights  plans)  or  holders  of  recently 
purchased  shares  (tenured  or  time 
phased  voting  plans).  These  various 
departures  from  the  one  share,  one  vote 
rule  are  collectively  called  “disparate 
voting  rights  plans.” 

^  SR-NYSE-e6-17.  The  filing  was  published  for 
comment  in  Securities  Exchange  Act  Release  No. 
23724  (October  17. 1986),  51  FR  37529. 

*  15  U.S.C.  78s{b). 

»  17  CFR  240. 19b-4. 

See  NYSE  Listed  Company  Manual,  Section 
313.00.  Generally,  the  Listed  Company  Manual 
provides  standards  that  an  issuer  must  meet  to  be 
listed  on  the  NYSE.  Currently,  the  NYSE  standards 
prohibit  the  listing  of  an  issuer  that  has  a  class  of 
stock  having  unusual  voting  provisions  that  tend  to 
nullify  or  restrict  the  voting  rights  of  the  class,  or 
that  has  voting  rights  not  in  proportion  to  the  equity 
interests  of  the  class. 

• '  Shortly  after  the  NYSE  initiated  its  study  of  its 
one  share,  one  vote  rule,  the  Pacific  Stock  Exchange 
(“PSE")  filed  a  proposed  rule  change  to  permit  its 
listed  companies  to  issue  dual  classes  of  stock.  See 
File  No.  SR-PSF,-84-23.  The  proposal  was  published 
for  comment  in  Securities  Exchange  Act  Release  No. 
23970  (January  6. 1987).  52  FR  1686.  With  the  consent 
of  the  PSE,  action  on  its  proposal  was  deferred  so 
that  it  could  be  considered  in  conjunction  with  any 
NYSE  action. 

An  additional  5  NYSE  listed  companies  have 
adopted,  but  not  yet  implemented,  disparate  voting 
rights  plans.  As  of  June  1, 1988  the  Amex  had  117 
and  NASDAQ  had  182  companies  with  disparate 
voting  rights  plans.  In  December  1986,  the  Amex 
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Following  the  recommendation  of  the 
Subcommittee  that  the  NYSE  should 
permit  the  listing  of  classes  of  stock 
having  disparate  voting  rights,  subject  to 
certain  conditions,  the  NYSE  proposed 
an  amendment  to  Section  313  of  its 
Listed  Company  Manual.*®  The  NYSE 
cited  a  number  of  factors  that  it  believed 
necessitated  modification  of  its  rule, 
including  the  growing  competition  for 
listings  with  the  Amex  and  NASD,  the 
desire  of  NYSE-listed  companies  to 
adopt  disparate  voting  rights  plans  as 
takeover  defenses,  the  belief  that 
corporate  issuers  should  have  flexibility 
in  raising  capital  and  adopting  corporate 
structures,  and  the  belief  that  regulatory 
changes,  such  as  improvements  in 
corporate  disclosure,  had  made  the 
shareholder  protection  provided  by  the 
one  share,  one  vote  rule  less 
important.*'* 

The  proposed  amendment  to  section 
313  would  permit  the  listing  of  a  class  or 
classes  of  common  stock  with  disparate 
voting  rights  if  a  majority  of  the  issuer's 
independent  directors  and  “public” 
shareholders  approved  the  creation  of 
the  class  or  classes  of  stock.*®  Under 
the  proposal,  listed  companies  that 
created  disparate  voting  rights  stock 
during  the  NYSE  moratorium  would 
have  two  years  from  approval  of  the 
NYSE  proposal  to  comply  with  the  rule. 
Companies  with  disparate  voting 
classes  applying  for  NYSE  listing  would 
have  to  comply  with  the  rule  prior  to 
listing.  Finally,  no  approval  would  be 
necessary  if  the  disparate  voting  class 
was  outstanding  when  the  company  first 
went  public,  or  was  distributed  pro  rata 
among  the  distributor’s  common 
shareholders  in  a  spin-off  transaction  in 
which  the  distributor  was  not  the 
issuer.*® 


filed  a  proposed  rule  change,  subsequently 
withdrawn,  to  eliminate  its  restrictions  on  the 
issuance  of  disparate  voting  rights  stock.  See 
Securities  Exchange  Act  Release  No.  239S1  (January 
2. 1987).  52  FR  1574. 

'®  See  Proposing  Release,  supra  note  5.  at  23665- 
66.  As  discussed  in  the  Proposing  Release,  the  NYSE 
proposal  submitted  to  the  Commission  differed 
signiHcantly  from  the  original  Subcommittee 
recommendations.  Id.  at  n.  16.  The  NYSE  proposal 
has  not  been  withdrawn.  See  note  82  infra. 

'*  See  SR-NYSE-86-17. 

Id. 

'*  In  addition  to  the  NYSE  actions,  there  have 
been  a  number  of  legislative  proposals  concerning 
shareholder  voting  rights,  in  1985,  H.R.  2783,  the 
Shareholder  Democracy  Protection  Act.  was 
introduced  by  Representative  Dingell.  H.R.  2783 
would  have  established  a  uniform  one  share,  one 
vote  rule.  Identical  legislation.  S.  1314.  was 
introduced  by  Senators  Cranston,  Melzenbaum.  and 
D’ Amato.  Neither  proposal  was  reported  out  of 
committee.  In  1987,  two  bills  were  introduced  that 
would  have  established  a  uniform  one  share,  one 
vole  rule.  See  H.R.  2172,  the  Tender  Offer  Reform 
Act  of  1987,  introduced  by  Representative  Dingell. 
and  H.R.  2668.  the  Securities  "Trading  Reform  Act, 


In  recognition  of  the  significant 
concerns  raised  by  the  NYSE  proposal, 
the  Commission  issued  a  release 
soliciting  comment,*'*  and  held  hearings 
on  the  issue  on  December  16  and  17, 

1986  (“December  hearings").  Over  40 
commentators  testified  at  the  December 
hearings  and  185  written  comments 
were  submitted  to  the  Commission.*® 

In  December  1986,  following  the 
public  hearings,  the  Amex  filed  a  rule 
proposal  to  eliminate  entirely  its  partial 
restrictions  on  the  issuance  of  disparate 
voting  rights  stock.**  On  March  13, 1987, 
the  NASD  submitted  a  letter  to  the 
Commission,  supporting  the  concept  of  a 
minimum  voting  rights  rule  with  certain 
exceptions.®®  A  series  of  meetings  were 
held  between  the  NASD,  Amex,  and 
NYSE,  attended  by  Commission  staff,  to 
explore  the  possibility  of  a  minimum 
rule.  Despite  these  efforts,  the  three  self- 
regulatory  organizations  (“SROs”)  were 
unable  to  reach  a  consensus  on  a 
minimum  rule.®'  As  a  result  of  the 


introduced  by  Representatives  Lent  and  Rinaldo. 
Both  bills  have  been  referred  to  the  House 
Committee  on  Energy  and  Commerce,  but  have  not 
been  reported  out  of  Committee.  Finally,  the  Tender 
Offer  Disclosure  and  Fairness  Act  of  1987,  S.  1323. 
would  direct  the  Commission  to  review  rules  of  the 
SROs  concerning  shareholder  voting  rights  and 
report  the  results  of  this  review  to  Congress  by 
October  1, 1988.  S.  1323  was  reported  out  of  the 
Senate  Banking  Committee  on  December  17, 1987. 

On  June  17,  20,  and  21, 1988  the  Senate  debated  S. 
1323,  but  no  action  has  been  taken  on  the  bill. 

'''  Securities  Exchange  Act  Release  No.  23803 
(November  13. 1966),  51  FR  41715.  The  release 
solicited  comment  on  the  potential  effect  of  the 
NYSE  proposal,  and  whether  a  minimum  policy 
concerning  voting  rights  listing  standards  should  be 
developed. 

The  Commission  staff  prepared  a  separate 
document  containing  a  detailed  summary  of  all 
written  comments  and  testimony.  This  document, 
along  with  the  comment  letters  and  transcripts  of 
the  December  hearings,  is  available  in  File  Nos.  SR- 
NYSE-86-17  and  4-308  in  the  Commission's  Public 
Reference  Section.  Many  of  these  comments 
focused  generally  on  the  voting  rights  issue  and  the 
development  of  a  minimum  standard.  The 
Commission  has  incorporated  the  comments  in 
response  to  the  NYSE  proposal  in  its  record  on  Rule 
19C-4.  See  Proposing  Release,  supra  note  5.  at  52  FR 
23667. 

'*  See  Securities  Exchange  Act  Release  No.  23951. 
supra  note  12.  The  Amex  withdrew  the  filing  in 
April  1987.  Currently,  Section  122  of  the  Amex 
Listed  Company  Guide  prohibits  the  listing  of  non¬ 
voting  common  stock,  but  permits  the  listing  of 
limited  voting  common  stock  under  certain 
conditions.  %e  Proposing  Release,  supra  note  5,  at 
note  21. 

See  letter  from  Gordon  S.  Macklin.  President, 
NASD,  to  John  S.R.  Shad,  Chairman.  SEC.  dated 
March  13, 1987. 

The  staffs  of  the  NASD  and  NYSE  agreed  on 
general  terras  of  a  rule  that  would  have  prohibited 
issuers  from  issuing  securities  or  taking  other 
corporate  action  that  would  nullify,  restrict,  or 
disparately  reduce  the  voting  rights  of  existing 
shareholders.  The  NASD  submitted  to  its  members 
for  comment  a  shareholder  voting  rights  proposal 
for  NASDAQ  companies  containing  this  standard. 
See  NASD  Notice  to  Members  87-32,  dated  May  28, 
1987.  Further,  the  NYSE  Board  of  Directors 


failure  of  the  SROs  to  reach  an  accord, 
the  Commission  proposed  Rule  19c-4, 
the  Shareholder  Disenfranchisement 
Rule,  pursuant  to  its  section  19(c) 
authority.®® 

II.  Summary  of  Comments 

As  noted,  the  Commission  received 
over  1,1(X)  comment  letters  and  heard 
testimony  from  17  people  in  response  to 
its  request  for  comments  on  proposed 
Rule  19c-4. 

A.  Comments  in  Support  of  Rule  19c~4 

Approximately  1,000  commentators 
indicated  support  for  adoption  of  the 
Rule.®®  The  primary  reasons  cited  in 
support  of  the  Rule  are  that:  (1)  The 
adoption  of  a  minimum  voting  rights 
standard  is  necessary  to  ensure 
management  accountability;  ®*  (2)  the 
Rule  will  protect  shareholder  interests  in 
connection  with  contests  for  corporate 
control;  ®*  (3)  the  Rule  will  protect 
shareholders  from  being 
disenfranchised,  while  permitting 
companies  to  utilize  disparate  voting 
rights  plans  for  capital  raising 
purposes;  ®®  and  (4)  the  Rule  would 


endorsed,  in  principal,  a  similar  approach  at  its  June 
4, 1987  Board  meeting.  See  Proposing  Release,  supra 
note  5.  at  note  24  and  accompanying  text. 

**  See  15  U.S.C.  78s(c).  Section  19(c)  of  the  Act 
states,  in  pertinent  part.  “[I|he  Commission,  by  rule, 
may  abrogate,  add  to,  and  delete  from  *  *  *  the 
rules  of  a  self-regulatory  organization  *  *  *  as  the 
Commission  deems  necessary  or  appropriate  to 
insure  the  fair  administration  of  the  self-regulatory 
organization,  to  conform  its  rules  to  requirements  of 
this  title  and  the  rules  and  regulations  thereunder 
applicable  to  such  organization,  or  otherwise  in 
furtherance  of  the  purposes  of  this  titleJ.J"  See  also 
text  accompanying  notes  145  to  180  infra  (discussing 
Commission  authority  to  promulgate  Rule  19c-4). 

Approximately  800  of  the  comments  in  support 
of  the  Rule  were  submitted  by  individual  members 
of  the  United  Shareholders  Association,  who 
advocated  a  one  share,  one  vote  standard  with  no 
exceptions. 

**  See,  e.g..  letter  from  Donald  K.  Smith.  Senior 
Vice  President,  Geico  Corp..  to  Jonathan  G.  Katz. 
Secretary.  SEC,  dated  July  17, 1987  ("Geico 
comment");  letter  from  Glenn  R.  Simmons, 

Chairman,  Keystone  Consolidated  Industries,  to 
Jonathan  G.  Katz.  Secretary,  SEC,  dated  August  4, 
1987  (“Keystone  comment"):  letter  from  David  B. 
Weinberger,  Co-Managing  Partner.  O’Connor  and 
Associates,  to  Jonathan  G.  Katz,  dated  August  5. 
1987  ("O'Connor  conunent"):  letter  from  Harold 
Simmons.  Chairman,  Valhi  Ina  to  Jonathan  G.  Katz, 
Secretary.  SEC,  dated  August  4, 1987  ("Valhi 
comment"):  letter  from  Manning  G.  Warren. 
Professor  of  Law.  University  of  Alabama,  to 
Jonathan  G.  Katz,  Secretary.  SEC,  dated  August  4, 
1987. 

**  See.  e.g..  letter  from  Ronald  J.  Gilson.  Professor 
of  Law.  Stanford  University,  to  Jonathan  G.  Katz. 
Secretary.  SEC.  dated  July  16, 1987  (“Gilson 
comment");  Gilson.  Evaluating  Dual  Class  Common 
Stock:  The  Relevance  of  Substitutes.  73  Va.  L  Rev. 
807  (1987). 

**  See,  e.g.,  letter  from  Thomas  D.  Maher.  Senior 
Legal  Counsel,  Fidelity  Investments,  to  Jonathan  G. 
Katz.  Secretary,  SEC,  dated  July  31. 1987  (“Fidelity 

Continued 


26378 


Federal  Register  /  Vol.  53,  No.  133  /  Tuesday,  July  12,  1988  /  Rules  and  Regulations 


prevent  a  "race  to  the  bottom”  for  listing 
standards  among  SROs.^’  Many  of  the 
comments  in  support  of  the  rule 
mirrored  arguments  raised  by 
commentators  against  adoption  of  the 
original  NYSE  proposal.^* 

A  majority  of  commentators  that 
supported  the  adoption  of  Rule  19c-4 
stressed  the  importance  of  maintaining 
management  accountability  to 
shareholders.  According  to  these 
commentators,  corporate  managements 
have  used  disparate  voting  rights  plans 
to  insulate  themselves  from 
shareholders  and  the  market  for 
corporate  control.  They  testified  that 
such  insulation  leads  to  entrenched, 
inefficient  corporate  managements 
acting  in  their  own  best  interest  instead 
of  the  best  interest  of  the  company  and 
its  shareholders.*®  Some  commentators 
noted  that  such  management  behavior 
seriously  would  undermine  investor 
confidence  in  the  nation’s  equity 
markets,  which  would  lead  eventually  to 
investors  removing  their  capital  from 
those  markets.®® 

Other  commentators  stated  that  Rule 
19c-4  would  protect  the  interests  of 
shareholders  in  connection  with 
contests  for  corporate  control.®*  They 
indicated  that  the  Rule  would  prevent 
the  disenfranchisement  of  common 
stockholders,  thereby  preserving  their 
opportunity  to  share  in  any  control 
premium.®*  In  this  connection,  Professor 


comment”);  letter  from  Alan  T.  Rains,  President, 
National  Association  of  OTC  Companies,  to 
Jonathan  G.  Katz,  Secretary,  SEC,  dated  August  3, 
1987  ("NAOTC  comment"). 

See,  e.g.,  oral  testimony  of  Richard  Chase,  Vice 
President,  Philadelphia  Stock  Exchange,  July 
hearings  (“Phlx  comment”). 

See  Proposing  Release,  supra  note  S,  at  notes 
37  to  59  and  accompanying  text  (discussing 
comments  advocating  disapproval  of  the  original 
NYSE  proposal). 

See,  e.g.,  letter  from  James  S.  Martin,  Executive 
Vice  President,  College  Retirement  Equities  Fund,  to 
Jonathan  G.  Katz,  Secretary,  SEC,  dated  August  3, 
1987  ("CREF  comment”):  Valhi  comment,  supra  note 
24,  at  1.  CREF  argued  that  equal  voting  rights  are 
essential  to  help  ensure  that  management  is 
responsive  to  shareholder  concerns,  because  the 
vote  allows  shareholders  not  only  to  elect  a  board 
of  directors,  but  also  to  protect  their  investment  by 
influencing  corporate  policy.  When  shareholders' 
ability  to  influence  corporate  policy  is  reduced, 
management  is  more  free  to  act  in  its  own  best 
interests  at  the  expense  of  the  efficient  operation  of 
the  company. 

See  CREF  comment,  supra  note  29,  at  2-3; 

Valhi  comment,  supra  note  24,  at  1. 

See,  e.g.,  Gilson  comment,  supra  note  25,  at  1- 
2;  letter  from  Jeffrey  N.  Gordon,  Associate  Professor 
of  Law,  New  York  University,  to  Jonathan  G.  Katz, 
Secretary,  SEC,  dated  July  31, 1987  ("Gordon 
comment”):  Gordon,  Ties  Thai  Bond:  Dual  Class 
Common  Stock  and  The  Problem  of  Shareholder 
Choice,  75  Calif.  L  Rev. - (forthcoming). 

See  Gilson  comment  supra  note  25,  at  1.  In  his 
comment.  Professor  Gilson  noted  that  the  empirical 
evidence  demonstrates  that  when  voting  control  of 
a  corporation  is  purchased,  shareholders  are  likely 


Gilson  stated  that  empirical  evidence 
indicates  there  are  significant 
differences  in  the  wealth  effects  for 
public  shareholders  in  a  leveraged 
buyout  versus  an  adoption  of  a 
disparate  voting  rights  plan,  with 
shareholders  benefiting  substantially 
from  buyouts  but  not  from  a  shift  in 
voting  rights  through  the  implementation 
of  disparate  voting  rights  plans.  Gilson 
further  noted  that  the  Rule  is 
appropriate  because  it  does  not  prevent 
management  or  an  existing  large 
shareholder  from  acquiring  control  of  a 
company,  but  instead  simply  requires 
that  shareholders  be  paid  adequately  for 
transfer  of  control.®®  Other 
commentators  argued  that  the  Rule 
would  prevent  management  from  using 
its  proxy  agenda-setting  power  to 
disenfranchise  shareholders.  ®'‘ 

A  number  of  commentators  supporting 
the  Rule  testified  that  a  shareholder 
approval  standard  for  adoption  of 
disparate  voting  rights  plans  would  be 
insufficient  to  prevent  abusive  disparate 
voting  rights  plans.®®  These 
commentators  cited  the  coercive 
influence  management  can  exert  on 
shareholder  voting  by  setting  the  proxy 
agenda  and  placing  corporate  pension 
plan  managers  under  substantial 
pressure  to  vote  in  favor  of  the 
recapitalization.®*  Further,  one 
commentator  noted  that  in  an  exchange 
offer  of  super  voting  stock  with  low 
dividends  for  lower  voting  stock  with 
high  dividends,  shareholders  feel 
compelled  to  exchange  their  shares  for 
lower  voting  stock  to  avoid  holding 
higher  voting  stock  that  has  become 
ineffective.®’ 

A  number  of  commentators  supported 
the  Rule  because  it  struck  an 
appropriate  balance  between  investor 
protection  and  the  need  for  flexibility 
when  raising  capital  or  restructuring  for 
legitimate  business  purposes.®*  Some 


to  earn  substantial  abnormal  returns.  In  contrast, 
when  voting  control  is  shifted  away  from 
shareholders  by  means  of  a  disparate  voting  rights 
plan,  shareholders  at  best  earn  no  abnormal  returns 
at  all.  Id. 

Id.  at  2. 

See,  e.g.,  written  statement  of  Richard  S. 
Ruback,  Professor,  Massachusetts  Institute  of 
Technology,  July  hearings  (“Ruback  comment”). 

See  e.g.,  Ruback  comment,  supra  note  34,  at  1- 
2;  written  testimony  of  Elliot  J.  Weiss,  Professor  of 
Law,  Yeshiva  University,  December  hearings 
("Weiss  comment”). 

See  Weiss  comment,  supra  note  35,  at  6-7. 

For  example,  if  management  holds  15%  of  the 
voting  rights  before  an  exchange  offer  and  60% 
afterwards,  the  higher  voting  stock  of  the  remaining 
independent  shareholders  would  have  little  actual 
value.  See  Ruback  comment,  supra  note  34. 

See,  e.g..  Fidelity  comment,  supra  note  26,  at  2; 
letter  from  W.  Cordon  Binns,  Financial  Executives 
Institute,  to  Jonathan  G.  Katz,  Secretary,  SEC,  dated 
August  4, 1987;  written  statement  by  Robert  A.G. 


commentators  cited  the  provision  in  the 

Rule  permitting  initial  public  offerings 

and  subsequent  offerings  of  lower  voting  ; 

stock,  noting  that  such  offerings  are  j 

useful  Hnancial  tools  that  do  not 

disenfranchise  existing  shareholders.®® 

One  commentator  noted  that  the 
proposed  Rule  properly  focused  on  “the 
process  by  which  disparate  voting  rights 
stock  is  created,  rather  than  on  the 
issuer’s  capital  structure  per  se  *  * 

The  Commission  notes  that  all 
commentators  that  could  be 
characterized  as  institutional  investors 
supported  adoption  of  a  minimum  voting 
rights  standard  whether  a  one  share, 
one  vote  standard  or  some  lesser 
standard.**  In  general,  these 
commentators  cited  the  same  factors  as 
other  groups  in  support  of  the  Rule. 

Some  expressed  the  opinion  that 
disparate  voting  rights  plans  lead  to 
entrenched,  inefficient  corporate 
managements,  which  result  in  a  loss  of 
investor  confidence  in  the  marketplace 
and  a  decrease  in  equity  values.**  CREF 
suggested  that  corporate  management 
becomes  less  efficient  and  less 
responsive  to  competitive  pressure 
without  the  discipline  of  meaningful 
shareholder  control.  The  FAF  testified 
that  the  shareholders’  right  to  vote  is 
necessary  to  ensure  that  corporate 
management  focuses  its  resources  on 
the  corporation’s  development  for  the 
benefit  of  the  shareholders  rather  than 
for  its  own  particular  interests.  Several 
institutional  investor  commentators 
stressed  that  the  right  to  vote  is  one  of 


Monks,  Institutional  Shareholder  Services,  July 
hearings  (“ISS  comment”);  NAOTC  comment,  supra 
note  26,  at  3;  written  statement  of  Joseph  R. 
Hardiman,  Chairman,  NASD,  July  hearings  (“NASD 
comment”). 

See,  e.g.,  letter  from  Mildred  M.  Hermann, 
Policy  Coordinator,  Financial  Analysts  Federation, 
to  Jonathan  G.  Katz,  Secretary,  SEC,  dated  July  27, 
1987  ("FAF  comment”);  NAOTC  comment,  supra 
note  26,  at  1.  See  also.  Fidelity  comment,  supra  note 
26,  at  2.  Fidelity  stressed  that  subsequent  issuances 
were  appropriate  only  if  they  contain  no  conditions 
that  affect  the  rights  of  existing  shareholders.  But 
see  Gordon  comment,  supra  note  31,  at  3  (arguing 
that  subsequent  issuances  of  limited  voting  stock 
eventually  dilute  the  voting  rights  of  existing 
holders). 

Fidelity  comment,  supra  note  26,  at  2. 

See,  e.g.,  letter  from  Peter  M.  DeAuer, 
Chairman,  Canadian  Council  of  Financial  Analysts, 
to  Jonathan  G.  Katz,  Secretary,  SEC,  dated  July  30. 
1987:  CREF  comment,  supra  note  29,  at  1:  FAF 
comment,  supra  note  39,  at  1;  ISS  comment,  supra 
note  38,  at  1;  oral  testimony  of  Harrison  J.  Goldin, 
Comptroller,  City  of  New  York,  (representing  the 
Council  of  Institutional  Investors)  July  bearings 
("Goldin  comment”). 

See,  e.g.,  CREF  comment,  supra  note  29,  at  2-5: 
FAF  comment,  supra  note  39,  at  2:  O’Connor 
comment,  supra  note  24,  at  1-2.  See  also  notes  29  :o 
33,  supra. 
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the  primary  means  by  which 
shareholders  protect  their  interests.^® 
Many  supporters  of  the  Rule  criticized 
it  for  not  going  far  enough.  As  noted, 
many  commentators  objected  to  any 
rule  other  than  a  one  share,  one  vote 
standard  that  would  apply  to  all 
markets  without  exception.  Most  of 
these  commentators  argued  that  the 
exceptions  to  the  Rule  eventually  would 
undermine  its  intent  and  effectivenss.'*'* 
Some  commentators  urged  elimination 
or  restriction  of  the  grandfathering 
provision  or  the  adoption  of  a 
requirement  mandating  minority 
shareholder  approval  of  existing 
disparate  voting  rights  plans.'*®  Some 
commentators  suggested  that  NYSE- 
listed  companies  that  instituted 
disparate  voting  rights  plans  during  the 
NYSE  moratorium  should  not  be 
grandfathered  under  the  Rule  because 
these  companies  took  such  action  in 
clear  violation  of  existing  NYSE  rules.*’ 
SpeciRcally,  ISS  argued  that  the 
grandfather  provision  should  apply  only 
to  those  companies  whose  disparate 
voting  rights  plans  were  permissible 
under  the  listing  standards  of  their  SRO. 
Other  commentators  opined  that  the 
exceptions  for  initial  public  offerings 
and  bona  Hde  business  purposes  were 
vague,  and  would  allow  for 
capitalizations  that  should  be  prohibited 
by  the  Rule.*®  Finally,  a  number  of 
commentators  objected  to  the  limitation 
of  the  scope  of  the  Rule  to  domestic 
issuers.** 

B.  Comments  Opposed  to  Rule  19c-4 

Ninety-one  commentators  either 
expressed  opposition  to  the  adoption  of 
Rule  19c-4,  or  concern  about  the  scope 
of  the  Rule's  grandfather  clause.  An 
overwhelming  majority  of  the  91 
commentators  in  this  group  were  public 
companies,  associations  or  groups  of 


See.  e.g..  CREF  comment  supra  note  29.  at  2: 
Goldin  comment  supra  note  41,  at  17S-76;  O'Connor 
comment,  supra  note  24.  at  1. 

**  See,  e.g..  CREF  comment  supra  note  29.  at  3; 
Keystone  comment  supra  note  24  at  2;  Valhi 
comment  supra  note  24.  at  2. 

See.  e.g..  Fidelity  comment  supra  note  26.  at  2: 
letter  from  Ronald  Langley.  President  Industrial 
Equity  (Paciric)  Ltd.,  to  Jonathan  G.  Katz.  Secretary, 
SEC,  dated  July  11, 19B7;  letter  from  Roberta  S. 
KarmeL  Professor  of  Law.  Brooklyn  Law  School  to 
Jonathan  G.  Katz,  Secretary,  SEC  dated  July  8, 1967. 

See.  e.g,  Weiss  comment,  supra  note  35,  at  11- 
14. 

See,  e.g..  Fidelity  comment  supra  note  26.  at  2; 
ISS  comment  ntpra  note  3a  at  4. 

**  See  Gordon  comment,  supra  note  31,  at  1; 
Keystone  comment  supra  note  24,  at  1. 

See,  e.g.,  FAF  comment  supra  note  39,  at  2:  ISS 
comment  supra  note  3a  at  4;  Valhi  comment,  supra 
note  24,  at  2.  The  ISS  warned  that  a  foreign  issuer 
exception  would  lead  to  the  unfortunate  result  of 
American  companies  reinoorporating  in  foreign 
countries  to  avoid  compliance  with  the  Rule.  But  see 
NASD  comment,  supra  note  3a  at  a 


public  companies,  or  law  firms 
representing  public  companies.  Five 
major  themes  were  represented  in  the 
negative  comments:  (1)  Lack  of 
Commission  authority  to  promulgate 
Rule  19c-4;  (2)  potential  conflict 
between  the  Rule  and  state  laws 
concerning  coiporate  governance;  (3) 
inadequacy  of  the  grandfathering 
provision,  either  generally  or  relating  to 
the  commentator’s  specific  factual 
situation:  (4)  concerns  regarding  the 
breadth  and  workability  of  the  Rule;  and 
(5)  assertions  that  disparate  voting 
rights  plans  approved  by  shareholders 
should  be  permitted. 

Thirty-two  commentators  questioned 
the  Commission’s  authority  to  adopt  a 
rule  in  the  area  of  qualitative  listing  or 
authorization  standards.*®  The  ABA. 
reiterating  an  argument  made  during  the 
initial  NYSE  proceeding,  testified  that 
“the  language  and  legislative  history  of 
the  Act,  especially  that  of  the  Securities 
Acts  Amendments  of  1975,  clearly 
establish  that  the  Commission  does  not 
have  authority  to  impose  substantive 
corporate  law  standards  on  listed 
companies  through  its  oversight 
authority  over  the  rules  of  the  exchanges 
and  the  NASD  under  sections  19  (b),  (c) 
and  (h)  of  the  Act.”  *‘  The  Business 
Roundtable  agreed  with  the  ABA,  noting 
that  Commission  authority  to 
promulgate  Rule  19c-4  “cannot  be  found 
either  in  the  language  of  Section  19(c)  or 
in  the  legislative  history  of  that 
provision."  ** 

The  ABA  also  argued  that  the 
Commission  cannot  Bnd  authority  to 
promulgate  a  uniform  voting  rights 
listing  standard  in  sections  6.  IIA.  or  14 
of  the  Act.**  The  ABA  stated  that 
section  14  authorizes  the  Commission  to 
ensure  fair  corporate  suffrage  by 
regulation  of  the  proxy  solicitation 


“  See,  e.g.,  letter  from  Robert  Todd  Lan^, 
Chairman.  Task  Force  on  Disparate  Voting  Rights. 
Section  of  Corporatioa  Banking  and  Business  Law. 
American  Bar  Association,  to  Jonathan  G.  Katz, 
Secretary.  SEC.  dated  August  5. 1987  (“ABA 
comment");  letter  from  Clifford  L.  WhitehilL 
Chairman.  Lawyers  Steering  Committee  of  the  Task 
Force  on  Corporate  Responsibility.  Business 
Roundtable,  to  Jonathan  G.  Katz,  Secretary,  SEC, 
dated  August  5. 1987  (“Business  Roundtable 
comment"}:  letter  from  Arthur  Fleischer.  Jr.  and 
Harvey  L  Pitt.  Fried.  Frank,  Harris,  Shriver  and 
Jacobson,  to  Jonathan  G.  Katz,  Secretary.  SEG 
dated  August  5, 1987  (“Fried  Frank  comment"). 

^ '  ABA  comment  supra  note  SO.  at  12.  See  also 
Proposing  Release,  supra  note  5.  at  nn.  60  to  78, 100 
to  121  (summarizing  original  comments  on 
Commission  authority,  and  Commission  response): 
notes  145  to  180  and  accompanying  text  infra 
(discussing  Commission  authority  to  promulgate 
Rule  19C-4). 

Business  Roundtable  comment  supra  note  50. 

at  2. 

»»  15  U.-S.C  78f(bKS).  78k-l(a),  and  7en. 


process  but  not  by  establishing  voting 
rights  standards.**  ”1116  Business 
Roundtable  also  argued  that  support  for 
the  Rule  could  not  be  found  in  sections 
llA,  6(b)(5),  or  15A(b)(6),  the  other 
sections  upon  which  the  Commission 
relied  for  authority  when  proposing  Rule 
19c-4.*» 

The  Commission  also  has  received 
Congressional  correspondence  and 
testimony  on  the  authority  issue.  The 
Congressional  comments  were  mixed  on 
the  issue.** 

Some  commentators  stated  that 
Commission  intervention  into  corporate 
governance  issues  constituted  a  federal 
intrusion  into  areas  traditionally  left  to 
state  regulation.*’  A  number  of  these 


ABA  comment  supra  note  SO.  at  15-18. 

See  Business  Roundtable  comment,  supra  note 
SO.  at  15-19. 

**  See  letter  from  Senator  Jake  Gam.  Ranking 
Republican  Member,  Senate  Conunittee  on  Banking, 
Housing,  and  Urban  Affairs,  to  Davis  S.  Ruder, 
Chairman.  SFC,  dated  May  10. 1988:  letter  from 
Senator  William  Proxmire.  Chairman.  Senate 
Committee  on  Banking,  Housing,  and  Urban  Affairs, 
to  Davis  S.  Ruder,  dated  April  20. 1988.  Both  Senator 
Cam  and  Senator  Proxmire  believe  the  Commission 
lacks  authority  to  adopt  a  minimum  voting  rights 
standard,  and  that  the  Commission  should  defer  to 
Congress  in  this  area.  Senator  Cara  also  commented 
that  both  the  Rule's  preemption  of  the  traditional 
role  of  the  states  in  governing  shareholder  voting 
rights,  and  its  retroactive  effect  are  inappropriate. 
But  see  letter  from  Senator  Howard  M.  Metzenbaum 
to  Jonathan  G.  Katz,  Secretary,  SEC.  dated 
December  4, 1980:  statement  of  Rep.  John  Dingell 
accompanying  the  proposed  Tender  Offer  Reform 
Act  of  1987,  H.R.  2172.  April  27. 1987;  letter  from 
Rep.  Dingell  to  David  S.  Ruder.  Chairman.  SEC 
dated  May  19. 1988;  letter  from  Senator  William  L 
Armstrong  to  David  S.  Ruder,  Qiairman.  SEC  dated 
May  12. 1988;  and  letter  from  Rep.  Barton  to  Davis 
S.  Ruder.  Chairman,  SEC  dated  June  16, 1988. 
Senator  Metzenbaum  urged  the  Commission  to 
mandate  a  uniform  one  share,  one  vote  listing 
standard,  asserting  that  the  Commission  has  clear 
authority  to  do  so.  Similarly,  the  proposed  Tender 
Offer  Reform  Act  of  1987,  introduced  by 
Congressmen  Dingell  and  Markey,  included  this 
statement  in  support  of  a  one  share,  one  vote 
standard:  “In  view  of  the  long  standing  role  of 
listing  standards  in  sections  12(d).  12(f)  and  19  of 
the  Exchange  Act  *  *  *  coupled  with  the  ‘investor 
protection  and  the  public  interest'  and  other 
Exchange  Act  standards  applicable  to  self- 
regulatory  organization  rules  by  reference  to  the 
standards  implicit  in  and  the  objectives  of  sections 
llA,  14(a),  l^d)  and  14(e).  the  Exchange  Act  clearly 
authorizes  the  SEC  to  prescribe  shareholder  voting 
rights  in  the  context  of  self-regulatory  organization 
listing  and  eligibility  rules  by  Commission  action 
under  section  19(c)  and  enforced  under  section 
19(h|.''  Rep.  Dingell's  May  19th  letter  reiterates  his 
view  that  the  Commission  has  clear  authority  to 
mandate  a  shareholder  voting  ri^ts  rule.  Both  Rep. 
Dingell  and  Senator  Armstrong  have  urged  the 
Commission  to  promulgate  a  minimum  rule  in  this 
area.  Finally,  see.  One  Share.  One  Vote  Hearing 
Before  the  Committee  on  Banking,  Hoiwing,  and 
Urban  Affairs,  United  States  Senate.  100th  Cong- 
2nd  Seas.  (March  17. 1988). 

See.  eg,  letter  from  Richard  H.  Troy. 

Chairman.  Securities  Law  Committee.  American 
Society  of  Corporate  Securities,  to  Jonathan  C  Katz, 
Secretary.  SBC  dated  August  3, 19^. 
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commentators  expressed  concern 
regarding  the  effect  of  the  proposed  Rule 
on  state  control  share  acquisition 
statutes,  such  as  the  Indiana  statute 
upheld  by  the  Supreme  Court  in  CTS 
Corp.  V.  Dynamics  Carp.  ofAmerica.^^ 

A  number  of  commentators  testified  that 
preemption  of  C7S-type  statutes  would 
be  an  inappropriate  intrusion  into  state 
law.®°  Other  commentators  requested 
clarification  concerning  interaction 
between  the  proposed  Rule  and  existing 
state  control  share  acquisition  statutes. 
For  example,  commentators  questioned 
whether  opting  in  or  failing  to  opt  out  of 
a  non-mandatory  state  control  share 
acquisition  statute  would  constitute  a 
disenfranchising  corporate  action  under 
the  Rule.**  Additional  commentators 
questioned  the  effect,  and  opposed  any 
application,  of  the  proposed  Rule  on  a 
variety  of  corporate  provisions  and 
actions,  such  as  the  adoption  of  poison 
pills,  fair  price  provisions,  lock-ups. 
limited  partnerships,  and  "going 
private”  transactions.*® 

Approximately  forty  commentators 
were  concerned  only  about  the  effect  of 
the  Rule’s  grandfathering  provision.  A 
majority  of  these  commentators  were 
public  companies  with  existing  or 
anticipated  disparate  voting  rights 
plans.  Generally,  companies  that  had 
such  plans  in  place  prior  to  May  15, 
1987,  the  announced  grandfather  date, 
sought  assurance  that  their  plan  would 
be  unaffected  by  the  Rule.**  Other 


Ind.  Code  section  23-1-42-1  etaeq.  (1986). 

«  U.S.  107  S  Ct.  1637  (1987).  I  he  CTS 
decision  upheld  the  constitutionality  of  an  Indiana 
anti-tal^eover  statute  that  allows  disinterested 
shareholders  to  limit  the  voting  rights  of  a  purchaser 
of  speciHed  percentage  of  an  Indiana  issuer's  stock. 
See  text  accompanying  notes  121  to  125  infra 
(discussing  interaction  of  state  control  share 
acquisition  statutes  and  Rule  19c-4). 

See,  e,g.,  letter  from  Howard  A.  Vine,  Alliance 
for  Corporate  Growth,  to  Jonathan  G.  Katz, 
Secretary,  SEC,  dated  August  6. 1987  ("ACG 
comment");  Fried  Frank  comment,  supra  note  50,  at 
28-30. 

*  *  See  e.g.,  letter  from  James  W.  Guedry, 

Assistant  General  Counsel,  International  Paper 
Company,  to  Jonathan  G.  Katz,  Secretary,  SEC, 
dated  August  3, 1987  ("International  Paper 
comment");  letter  from  Powell  McHenry,  Senior 
Vice  President,  Procter  and  Gamble  Company,  to 
Jonathan  G.  Katz,  Secretary,  SEC,  dated  August  5, 
1987  ("Procter  and  Gamble  comment”);  letter  from 
Robert  S.  Banks,  Vice  President,  Xerox  Corporation, 
to  Jonathan  G.  Katz,  Secretary,  SEC,  dated  July  30, 
1987  ("Xerox  comment”). 

See,  e.g.,  ABA  comment,  supra  note  50,  at  27- 
29;  Fried  Frank  comment,  supra  note  50,  at  7-20; 
Xerox  comment,  supra  note  61,  at  3. 

**  See,  e.g.,  written  testimony  of  Henry 
Lowenthal,  Senior  Vice  President,  American 
Greetings  Corp.,  July  hearings;  letter  from  James  A. 
Linen,  Vice  President,  Media  General  Corp.,  to 
Jonathan  G.  Katz,  Secretary,  SEC,  dated  August  4, 
1987;  letter  from  Paul  Smucker,  Chairman  of  the 
Executive  Committee,  J.M.  Smucker  Co.,  to  Jonathan 
G.  Katz,  Secretary,  SEC,  dated  August  5, 1987. 


commentators  were  more  specific, 
requesting  claribcation  of  the  scope  of 
the  grandfather  clause.  The  inclusion  of 
a  grandfather  clause  in  the  Rule  raised  a 
number  of  specific  interpretative 
questions,  generally  concerning 
subsequent  activities  by  grandfathered 
companies.  Specifically,  commentators 
addressed  the  legitimacy  of  continued 
issuances  of  disparate  voting  rights 
stock,  issuances  of  authorized  but 
previously  unissued  disparate  voting 
rights  stock,  and  the  effect  of  the  Rule 
on  options  for  or  securities  convertible 
to  super  voting  stock.®* 

Seven  commentators  specifically 
objected  to  any  rule  with  other  than  a 
prospective  effect.*®  For  example, 
Carter-Wallace  argued  that  the 
grandfather  date  was,  in  reality,  the 
effective  date  of  the  Rule.  Therefore,  the 
May  15th  date  violated  the  notice 
requirement  of  section  553(d)  of  the 
Administrative  Procedure  Act  ("APA”). 
Times  Mirror  argued  that  the 
grandfather  clause  made  the  application 
of  Rule  19c-4  retroactive,  that 
retroactive  rules  must  meet  a  separate, 
more  stnngent  standard,  and  that  the 
Commission  had  failed  to  meet  this 
standard.  Times  Mirror  further  argued 
that  the  application  of  a  May  15 
grandfather  date  is  unconstitutional 
because  it  would  not  afford  due  process 
to  those  companies  that  adopted  plans 
at  a  time  when  Rule  19c-4  was  not  in 
effect. 

Commentators  also  argued  that  the 
Rule  as  proposed  is  too  broad  and  will 
be  difficult  for  the  SROs  to  administer.** 
General  Binding  Corporation 
recommended  that  the  Commission 
provide  the  SROs  with  “clear  guidelines 
and  minimum  standards”  and  that  the 
SROs  implement  a  prior  review 


**  See  text  accompanying  notes  109  to  118  infra 
(discussing  grandfathering  issues). 

See  ABA  comment,  supra  note  50,  at  24,  n.lO; 
letter  from  Theodore  E.  Somerville.  Vice  President 
and  General  Gounsel,  Alleghany  Corp.,  to  Jonathan 
G.  Katz,  Secretary,  SEC,  dated  July  15. 1967 
("Alleghany  comment”);  letter  from  Robert  Decherd, 
Chairman  of  the  Board  and  Chief  Executive  Officer, 
A.H.  Bcio  Corp.,  to  Jonathan  G.  Katz,  Secretary, 

SEC,  dated  April  7, 1988  ("A.H.  Belo  comment"); 
letter  from  Ralph  Levin,  Vice  President,  Carter- 
Wallace,  Inc.,  to  Jonathan  G.  Katz,  Secretary,  SEC, 
August  5, 1987  ("Carter-Wallace  comment");  letter 
from  David  J.  McDonald,  President,  Curtice-Bums. 
to  Jonathan  G.  Katz,  Secretary,  SEC,  dated  July  20. 

1987  (“Curtice-Bums  comment”);  letter  from  Gibson, 
Dunn  and  Crutcher  (Counsel  to  Times  Mirror)  to 
Jonathan  G.  Katz,  Secretary,  SBC  dated  February  25, 

1988  ("Times  Mirror  comment”);  letter  from  Mark  C. 
Pope  IV.  Vice  President,  Graphic  Industries.  Inc.,  to 
Jonathan  G.  Katz,  Secretary,  SBC,  dated  July  15, 

1987  ("Graphic  comment”). 

**  See,  e.g.,  letter  from  William  G.  Paul,  Senior 
Vice  President  and  General  Counsel,  PhiHips 
Petroleum  Company,  to  Jonathan  G.  Katz.  Secretary, 
SEC,  dated  July  10, 1987.  See  also  ABA  comment 
supra  note  M,  at  35-39;  Business  Roundtable 
comment,  supra  note  50,  at  21-22. 


mechanism  to  allow  issuers  to  receive 
assurances  by  an  SRO  prior  to  taking 
any  corporate  action  that  could  come 
under  the  Rule.*’  Another  commentator 
argued  that,  because  the  goal  of  the 
Commission  is  to  ensure  fair  corporate 
suffrage,  it  should  do  no  more  than 
require  expanded  disclosure  of  possible 
disenfranchisement  in  the  proxy 
statement  or  require  that  the  proxy  be 
mailed  a  specified  number  of  days  prior 
to  a  shareholders  meeting.** 

III.  Discussion 

After  a  careful  review  of  the  record, 
including  all  comment  letters  received 
and  testimony  of  witnesses,  the 
Commission  believes  a  minimum 
standard  concerning  voting  rights  listing 
standards  is  necessary,  and  has  decided 
to  adopt  Rule  19c-4.  In  addition  to 
providing  the  rationale,  justification,  and 
authority  for  the  Commission’s  decision 
to  adopt  Rule  19c-4,  the  discussion 
below  clarifies  certain  interpretations  of 
the  Rule  as  adopted  and  modifications 
made  to  the  Rule  as  initially  proposed. 

A.  Need  for  Rule  190-4 

In  proposing  Rule  19c-4,  the 
Commission  recognized  that  regulation 
of  shareholder  voting  rights  under  the 
Federal  securities  laws  raises  difficult 
and  complex  issues.  The  Commission 
noted  that  the  initial  NYSE  proposal  to 
abandon  its  one  share,  one  vote 
standard  had  important  ramifications 
for  management  accountability,  tender 
offers  and  changes  in  corporate  control, 
the  rights  of  majority  and  minority 
shareholders,  competition  among  SROs, 
and  the  integrity  of  the  nation’s 
securities  markets.  The  Commission 
continues  to  believe  that  the  issue  of 
shareholder  voting  rights  has  far- 
reaching  implications,  and  that  a  rule 
ensuring  a  minimum  level  of  shareholder 
protection  from  disenfranchising  actions 
is  appropriate  and  consistent  with  the 
purposes  of  the  Act.  Further,  the  Rule, 
which  will  operate  through  the  listing 
standards  of  SROs,  has  been  crafted  to 
be  consistent  with  federalism  objectives 
by  seeking  to  minimize  intrusion  into 
traditional  state  regulation.*® 

Until  relatively  recently,  disparate 
voting  rights  plans  were  used  primarily 
by  smaller  companies  with  significant 
insider  ownership.  Traditionally,  these 
companies  had  gone  public  with  a 
weighted  voting  scheme  designed  to 


•’  See  letter  from  Steve  Rubin,  Vice  President, 
General  Binding  Corp.,  to  Jonathan  G.  Katz, 
Secretary,  SEC,  dated  August  5, 1987, 

*■’  See  letter  from  Robert  B.  Lamm,  Chief 
Securities  Counsel,  W.R.  Grace  8  Co.,  to  Jonathan 
C.  Katz,  Secretary.  SEC,  dated  July  31, 1987. 

See  note  84  infra. 
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allow  the  founders  to  maintain  control 
as  the  company  grew.  In  the  1980s, 
however,  corporate  bidders  began 
targeting  increasingly  large  companies, 
and  disparate  voting  rights  plans 
became  an  important  defensive  tactic  in 
response  to  the  possibility  of  a  hostile 
tender  offer.  As  the  use  of  these  plans 
evolved,  the  Commission  became 
concerned  that,  in  many  instances,  the 
methods  of  issuing  disparate  voting 
rights  stock  were  structured  to 
disenfranchise  existing  shareholders 
and  had  consequences  far  beyond 
management  desires  to  deter  hostile 
takeover  bids. 

While  certain  disparate  voting  rights 
plans  serve  to  disenfranchise  existing 
shareholders,  the  Commission  does  not 
believe  that  the  issuance  of  less  than  full 
voting  rights  stock  is  per  se 
inappropriate.  The  Commission  agrees 
that  there  may  be  valid  business  or 
economic  reasons  for  issuing  disparate 
voting  rights  stock,  the  effect  of  which  is 
not  disenfranchising  to  existing 
shareholders.'^"  The  Commission 
believes,  however,  that  disparate  voting 
rights  plans  that  disenfranchise  existing 
shareholders  are  inconsistent  with  the 
requirements  of  the  Act.  Shareholders 
who  purchase  voting  shares  in  a 
company  do  so  with  the  understanding 
that  the  shares  will  be  accompanied  by 
the  voting  rights  attendant  to  the  stock 
at  the  time  of  purchase.  The  diminution 
or  limitation  of  these  rights  is 
inconsistent  with  the  investor  protection 
and  fair  corporate  suffrage  policies 
embodied  in  sections  6(b)(5),  15A(b)(6), 
and  14  of  the  Act.’'^  In  addition,  in  the 
year  prior  to  the  Proposing  Release  an 
increasing  number  of  companies 
recapitalized  in  a  manner  that 
disenfranchised  shareholders  of  their 
voting  rights.  Many  of  these  issuers 
were  more  established  companies  with 
extensive  public  ownership.  A 
continuation  of  these 
disenfranchisements  would  reduce 
investor  confidence  in  the  securities 
markets  in  the  United  States. 

The  Commission  recognizes  that 
under  state  law,  disparate  voting  rights 
plans  generally  are  permitted  subject  to 
shareholder  approval,''*  The 
Commission  also  recognizes,  however, 
that  collective  action  problems  may 
make  defeating  an  issuer 
recapitalization  proposal  extremely 
difficult.''®  Many  commentators  in  both 


See  text  accompanying  notes  88  to  97  infra 
(discussing  permitted  actions  under  the  Rule). 

15  U.S.C.  78f(b)(5).  78o-3{b)(e),  78n. 

■'* See,  e.g.,  8  Del.  Code  Ann.  section  ISl(a). 
■'’See,  e.g.,  Weiss  comment,  supra  note  35.  at  3-6; 
Ruback  comment,  supra  note  34.  at  1-3;  oral 
testimony  of  |ames  Heard.  Investor  Responsibility 


the  December  and  July  hearings, 
including  institutional  investors, 
individual  investors,  and  law  professors, 
testified  extensively  about  the 
difficulties  involved  in  shareholders 
acting  together  in  their  collective  best 
interest.''"*  Frequently,  a  disparate  voting 
rights  plan  is  presented  to  shareholders 
in  a  form,  such  as  an  offer  to  exchange 
higher  vote  stock  for  lower  vote  stock 
with  a  dividend  sweetener,  that 
provides  shareholders  with  an  incentive 
to  accept  less  than  full  voting  rights 
stuck  rather  than  oppose  the 
recapitalization,  although,  acting 
collectively,  shareholders  as  a  group 
might  prefer  to  retain  their  voting  rights 
and  reject  the  sweetener  offered  by 
management.  The  coercive  nature  of 
some  disparate  voting  rights  plans  may 
also  be  exacerbated  by  management's 
ability  to  set  the  proxy  agenda  and  use 
corporate  funds  to  lobby  shareholders  in 
favor  of  its  proposal.  The  Commission 
also  has  heard  testimony  from 
institutional  investors  describing  the 
pressure  placed  on  managers  of 
corporate  pension  plans  during  the 
shareholder  voting  process.''* 

Although  the  Commission  does  not 
believe  that  shareholders  invariably  are 
powerless  to  defeat  an  issuer-sponsored 
proposal  to  recapitalize,  the  Commission 
does  believe  that,  because  of  the  forces 
cited  above,  the  shareholder  voting 
process  is  not  fully  effective  in 
preventing  the  adoption  of  disparate 
voting  rights  plans  that  disenfranchise 


Research  Center.  December  hearings.  Professor 
Weiss  referred  to  the  “substantial  body  of 
literature"  explaining  why  the  shareholder  vote  is 
not  always  an  accurate  representation  of 
shareholder  preference.  For  example.  Professor 
Weiss  cited  the  “rational  apathy"  problem,  which 
leads  shareholders  to  suppport  management 
proposals  because  the  expected  cost  to  any  one 
shareholder  of  carefully  evaluating  the.se  proposals 
will  greatly  exceed  any  potential  benefit  to  the 
shareholder.  Second,  ^ofessor  Weiss  outlined  the 
"free  rider"  problem,  which  acknowledged  that  the 
typical  shareholder  will  not  make  the  effort  to 
evaluate  a  management-sponsored  proposal,  but 
will  rely  on  other  shareholders  to  do  that  and  "free 
ride"  on  their  efforts. 

See  Pn)posing  Release,  supra  note  5.  at  23069. 

See  oral  testimony  of  James  F,.  Heard.  Deputy 
Director,  Investor  Responsibility  Research  Center, 
December  hearings;  and  oral  testimony  of  Nell 
Minow,  General  Counsel,  Institutional  Shareholders 
Services,  Inc.,  |uiy  hearings.  See  also.  Weiss 
comment,  supra  note  35.  at  106  (stating  that 
institutional  shareholders  also  may  be  susceptible 
to  collective  action  problems).  The  Commission 
again  notes  that  the  comments  by  pension  fund 
favored  adoption  of  a  minimum  voting  rights  rule. 
These  comments  lead  the  Commission  to  believe 
that  the  collective  action  limitations  noted  above 
can  result  in  the  disenfranchisement  of  institutional 
shareholders,  and  also  dispute  claims  that  increased 
institutional  holdings  in  the  markets  makes 
defeating  a  recapitalization  more  likely.  See,  also, 
the  Labor  Department  I.etter  on  Proxy  Voting  by 
Plan  Fiduciaries.  BNA  Pension  Reporter,  February 
29. 198a  Vol.  15  p.  391. 


shareholders.  The  Commission  believes 
that  it  is  preferable  for  a  company’s 
insiders  wishing  to  gain  voting  control  to 
do  so  through  a  repurchase  of  shares  in 
which  such  repurchase  is  subject  to 
market  discipline  and  judicial  review 
regarding  state  corporate  fiduciary 
requirements. 

Moreover,  the  Commission  is 
concerned  about  the  rights  of  minority 
shareholders,  who  are  permanently 
disenfranchised  by  a  proposal  against 
which  they  voted.  While  the  shareholder 
voting  mechanism  may  be  of  limited 
effectiveness  in  protecting  against 
disenfranchisement  by  management,  it 
nonetheless  has  value  in  ensuring 
management  accountability.  For 
example,  shareholders  have 
occasionally  elected  dissidents  in  proxy 
contests  for  control  of  a  company's 
Board  of  Directors.  Moreover,  the 
potential  that  shareholders  will  vote 
against  management  or  at  least  amass  a 
sufficient  opposition  vote  to  embarrass 
the  company  contributes  to  ongoing 
accountability. 

The  Commission  has  reviewed  the 
empirical  evidence  regarding  the  wealth 
impact  of  disparate  voting  rights  plans 
on  common  stock  price.  In  the  Proposing 
Release,  the  Commission  stated  its 
belief  that  the  empirical  evidence 
regarding  the  price  effect  of  disparate 
voting  rights  plans  required  further 
consideration  and  investigation.''®  The 
Commission  noted  that  although 
existing  economic  studies  generally  had 
not  demonstrated  statistically 
signiHcant  wealth  reductions  as  a  result 
of  disparate  voting  rights  plans,  further 
empirical  study  would  be  useful  to 
examine  the  extent  to  which  such  voting 
structures  are  beneficial,  or  at  least  not 
harmful,  to  shareholders.'''' 

The  Commission’s  Office  of  Chief 
Economist  ("OCE”),  now  the  Office  of 
Economic  Analysis,  in  a  update  to  its 
initial  study  of  the  wealth  effects  of 
disparate  voting  rights  plans,'®  did  find 
significant  negative  wealth  effect  in 
connection  with  such  recapitalizations. 
In  particular,  the  OCE  update  found  that 
negative  price  effects  were  concentrated 
in  companies  that  had  recapitalized 
after  the  NYSE  announced  its 
moratorium  on  enforcing  its  one  share, 
one  vote  rule.  Importantly,  the  OCE 
Update  also  noted  that  the  post¬ 
moratorium  firms  were  characterized  by 


Proposing  Release,  supra  note  5.  at  23672. 

Id  at  nn.  34-35, 84  (citing  studies  evaluating 
wealth  effects  of  disparate  voting  rights 
recapitalizations). 

’*See  OCE,  Update — "The  Effects  of  Dual  Class 
Recapitalization  on  the  Wealth  of  Shareholders; 
Including  Evidence  from  1986  and  1987,"  July  16, 
1987  (“OCE  Update"). 
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substantially  lower  insider  holdings  and 
substantially  higher  institutional 
holdings,  as  compared  to  companies  that 
had  recapitalized  prior  to  the  NYSE 
moratorium.’* 

Although  the  OCE  Update  is  useful 
evidence  of  the  negative  effects  of 
disenfranchisement,  the  measurement  of 
immediate  change  in  securities  price  is 
not  a  complete  indicator  of  the  negative 
effects  of  disenfranchising  actions.  As 
several  commentators  have  suggested, 
the  negative  effects  of  a  permanent 
deprivation  of  shareholder  voting  rights 
may  not  appear  until  some  time  after  the 
disenfranchising  action  is  announced  or 
occurs,  and  may  be  impossible  to 
measure  precisely  at  the  time  of 
enactment.®*  For  example,  loss  of 
independent  shareholder  control  in  a 
company  may  not  manifest  itself  until 
sometime  in  the  future  through  a  lower 
takeover  pennium  offered  for  the 
company’s  shares,  or  through 
management  actions  undertaken 
without  the  discipline  of  accountability 
to  shareholders.®*  Accordingly,  the 
Commission  does  not  consider  evidence 
on  shareholder  wealth  effects  to  be 
critical  to  its  conclusions.  The 
Commission  has  relied  in  its  analysis 
and  decision  on  the  coercive  (and  for 
minority  shareholders  involuntary) 


’•The  OCE  also  noted  the  increased  use  of  the 
exchange  offer  method  of  creating  disparate  voting 
rights  stock  since  1984. 

*0  See  Proposing  Release,  supra  note  5,  at  nn.  63- 
85. 

Recent  transactions  involving  Resorts 
International  illustrate  this  point.  In  1986.  there 
were  5.7  million  shares  of  Class  A  stock 
outstanding,  having  one  vote  each,  and  750.000 
shares  of  Class  B  stock  outstanding  with  100  votes 
each.  The  Class  B  stock  represented  less  than  12% 
of  the  outstanding  shares  but  had  93%  of  the  voting 
power.  In  early  1986.  the  Class  B  stock  generally 
traded  at  a  2-3  point  permium  (.5-7.5%)  above  the 
Class  A  stock,  within  the  50  dollar  range.  After  the 
death  of  Resorts'  Chairman  in  April  1986. 
negotiations  for  the  Class  B  holdings  of  the  estate, 
which  constituted  approximately  72%  of  the 
outstanding  shares  of  the  class,  culminated  with  the 
sale  of  the  Class  B  stock  to  Donald  Trump  at  $135 
per  share  in  July  1987.  Although  the  price  of  the 
Class  A  ruse  to  the  S60  range  during  July  and 
August  1987,  following  the  purchase  of  the  Class  B 
block  it  declined  steadily  to  the  point  where  it  was 
trading  at  the  $20  level  during  February  1988  and 
currently  trades  in  the  $30  range.  See  also  letter 
from  the  Toronto  Society  of  Financial  Analysts,  to 
John  S.R.  Shad,  Chairman,  SEC,  dated  November  14, 
1986  (disc.ussing  tniding  in  Class  A&B  stock  of 
Canadian  Tire  Corporation).  In  that  case,  holders 
voting  stock  sought  to  obtain  control  by  purchasing 
blocks  of  voting  stock  that  had  been  put  up  for  sale. 
This  attempt  to  change  control  avoided  triggering  a 
protective  provision  that  would  have  required  non¬ 
voting  stock  to  be  converted  to  voting  stock  if  an 
offer  was  made  to  substantially  all  holders  of 
common  stock.  As  a  result  of  this  situation,  in 
October  1986,  the  Class  B  voting  stock  was  trading 
at  over  double  the  price  of  the  Class  A  non-voting 
stock,  despite  the  non-voting  to  voting  conversion 
provision  and  that  there  were  only  3.45  million 
voting  shares  as  opposed  to  81.8  million  non-voting 
shares  outstanding. 


disenfranchisement  resulting  from  issuer 
imposition  of  disparate  voting  rights 
structures,  which  can  have  long  term 
negative  effects  on  shareholders. 

Moreover,  the  Commission  believes 
that  the  investor  protection  and 
shareholder  su^age  policies  of  the  Act 
compel  action  in  this  area,  rather  than 
simple  disapproval  of  the  original  NYSE 
proposal.  The  Commission  recognizes 
the  competitive  pressures  that  initially 
led  the  NYSE  to  propose  to  abandon  its 
one  share,  one  vote  standard.  By 
facilitating  the  development  of  a 
national  market  system,  the  Commission 
has  been  a  strong  supporter  of 
competition  among  the  markets.  Without 
suggesting  that  competition  necessarily 
would  result  in  the  markets  removing  all 
voting  rights  standards,  the  Commission 
continues  to  note  that  many  major 
corporations  expressed  concern  in  the 
initial  proceeding  about  the  potential  of 
a  hostUe  takeover  bid  and  that  such 
concern  might  lead  corporations  to 
adopt  disparate  voting  rights  plans  as 
takeover  defenses.  It  is  therefore  likely 
that  companies  may  choose  to  move  to  a 
particular  SRO  primarily  to  implement 
disparate  voting  rights  plans  for 
defensive  purposes. 

The  Commission  finds  significant  that 
in  both  the  December  and  July  hearings, 
and  in  the  written  comments,  almost  all 
shareholders  and  shareholder  groups 
testified  that  the  Commission  should 
protect  voting  rights  by  adopting  the 
Rule  or  a  more  stringent  version  of  the 
Rule,  such  as  a  one  share,  one  vote 
standard.  Both  individual  and 
institutional  shareholders  argued  that 
unless  the  Commission  acted  in  this 
area,  more  issuers  eventually  would 
institute  disenfranchising  voting  rights 
plans.  Moreover,  the  large  majority  of 
academics  commenting  or  testifying 
argued  that  the  Commission  has  both 
the  authority  and  the  responsibility  to 
stop  voting  rights  disenfranchisement. 
Further,  the  major  securities 
maricetplaces,  as  well  as  the 
representative  organization  for  state 
securities  administrators,  testified  that 
they  look  to  the  Commission  for 
leadership  in  establishing  a  minimum 
marketplace  standard  to  protect 
shareholder  voting  rights. 

Finally,  in  adopting  Rule  19c-4,  the 
Commission  intends  to  prohibit 
disparate  voting  rights  plans  that 
disenfranchise  existing  shareholders, 
while  continuing  to  allow  corporations 
flexibility  in  devising  their  capital 
structures.®®  In  addition,  the 


**  The  Commisoion,  in  adopting  Rule  19c-4,  is  not 
commencing  disapproval  proceedings  for  the  NYSE 
and  PSE  proposed  rule  changes  to  eliminate  their 
one  share,  one  vote  listing  standards  (SR-NYSE-86- 


Commission  does  not  seek  to  prohibit 
issuers  from  issuing  stock  with 
restricted  or  no  voting  rights,  as  those 
restrictions  are  a  consideration  the 
investor  will  take  into  account  when 
deciding  to  purchase  a  security.  Rather, 
the  Commission  seeks  to  prevent  the 
deprivation  of  voting  rights  that  occurs 
after  a  security  has  been  purchased. 
Accordingly,  as  discussed  in  more  detail  ' 
below,  the  Commission’s  Rule  19c-4 
focuses  on  the  process  by  which  certain 
disparate  voting  rights  structures  are 
created,  not  the  issuer’s  capital  structure 
per  se.  We  believe  this  approach  is 
consistent  with  the  role  of  the 
Commission  in  regulating  the  public 
securities  markets  for  the  protection  of 
investors.®®  Rule  19c-4  identifies  those 
situations  in  which  shareholders  are 
disenfranchised  and  prohibit  companies 
from  continued  access  to  the  national 
securities  marketplace  if  they  take  such 
action.  In  doing  so.  Rule  19c-4  is 
consistent  with  the  federalism  objective 
of  minimal  intrusion  into  areas  of 
traditional  state  regulation.®* 

B.  Description  of  Rule  19c-4 

Rule  19c-4,  as  adopted,  adds  to  the 
rules  of  national  securities  exchanges 
that  make  transaction  reports  available 
pursuant  to  Rule  llAa3-l  under  the  Act 


17  and  SR-PSF,-84-23).  The  NYSE  proposed  rule 
change  may  act  as  an  appropriate  supplement  to  the 
minimum  protections  accorded  by  Rukj  19c-4.  For 
example,  even  though  Rule  19c-4  presumes  to 
permit  issuances  of  lower  voting  stock  under  certain 
circumstances,  the  SRO  could  still  require  a 
majority  of  independent  shareholders  to  vote  to 
approve  such  an  issuance.  The  NYSE  and  PSE 
should  consider  how  they  want  to  treat  their 
proposed  rule  changes  in  light  of  the  adoption  of 
Rule  19c-4. 

See  text  accompanying  notes  180  to  180  infra 
(discussing  Commission  authority  to  promulgate 
Rule  19c-4  to  further  investor  protection). 

*■*  The  Commission  has  received  a  written  request 
by  the  Business  Roundtable  to  compdy  voluntarily 
with  Executive  Orders  12612  (“Federalism”)  and 
12291  (“Federal  Regulation")  in  its  rulemaking. 
Executive  Order  12612.  52  FR  41685  (1987);  E.O. 
12290.  3  CFR  127  (1982).  See  letter  from  Jim  J.  Tozzi. 
Director.  Multinational  Business  Services,  Inc.,  to 
David  S.  Ruder,  Chairman,  SEC,  dated  January  1.5, 
1988.  The  Commission  notes  that  it  is  expressly 
excluded  from  the  coverage  of  the  executive  orders. 
Executive  Order  12612  is  directed  to  “executive 
departments  and  agencies,"  not  independent 
agencies.  Executive  Order  12291  excludes  the 
Commission  by  defining  “agency"  as  “any  authority 
of  the  United  States  that  is  an  agency  under  44 
U.S.C.  3502(1).“  The  Commission  is  an  independent 
agency  specified  in  44  U.S.C.  3502(10).  Although  the 
Commission  is  excluded  from  Executive  Order 
12291,  and  is  not  required  to  comply  with  Executive 
Order  12612,  the  Commission  has  been  sensitive  to 
the  underlying  objectives  of  the  two  orders.  In 
drafting  Rule  19c-4,  the  Commission  has 
approaclied  the  issue  of  shareholder  voting  rights  in 
a  manner  consistent  with  the  doctrine  of  federalism. 
The  Commission  has  attempted  to  limit  its  impact 
on  state  regulation  of  corporate  structures  by 
targeting  only  those  corporate  transactions  that 
disenfranchise  existing  shareholders. 
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a  prohibition  on  an  exchange  listing  or 
continuing  to  list  the  common  stock  or 
other  equity  security  of  a  domestic 
issuer*®  registered  under  section  12  of 
the  Act,  if  the  issuer  issues  any  class  of 
securities,  or  takes  other  corporate 
action,  with  the  effect  of  nullifying, 
restricting,  or  disparately  reducing  the 
per  share  voting  rights  of  holders  of  any 
outstanding  common  stock  of  such 
issuer.  Rule  19c-4  also  adds  to  the  rules 
of  national  securities  associations  a 
prohibition  on  an  association  from 
authorizing,  or  continuing  to  authorize, 
for  quotation  and/or  transaction 
reporting  on  an  automated  inter-dealer 
quotation  system  **  the  common  stock 
or  other  equity  security  of  a  domestic 
issuer  registered  under  section  12  of  the 
Act,  if  the  issuer  issues  any  class  of 
securities,  or  takes  other  corporate 
action,  with  the  effect  of  nullifying, 
restricting,  or  disparately  reducing  the 
per  share  voting  rights  of  holders  of  any 
outstanding  common  stock  of  such 
issuer. 

Rule  19C-4  also  provides  a  certain 
degree  of  flexibility  by  permitting  an 
exchange  or  association  to  issue  rules, 
policies,  practices,  or  interpretations, 
subject  to  Commission  review  pursuant 
to  section  19(b)  of  the  Act,  that  would 
specify  the  types  of  securities  issuances 
or  corporate  actions  covered  by,  or 
excluded  from,  the  prohibitions 
contained  in  Rule  19c-4.®’ 

As  discussed  in  more  detail  below, 
commentators  suggested  that  the  Rule 
include  in  its  text  those  items  previously 
described  in  detail  in  the  Proposing 
Release  regarding  issuances  of  stock 
and  other  corporate  action  that  would 
be  either  permitted  or  prohibited  under 
the  Rule.  Accordingly,  in  response  to 
commentators'  suggestions  and  in  order 
to  clarify  the  operation  and  effect  of  the 
Rule,  the  Rule  contains  a  non-exclusive 
list  of  issuances  of  stock  and  other 
corporate  actions  presumed  to  be 
permitted  or  prohibited  under  the  Rule. 
In  addition,  the  grandfather  date  has 


**  A  definition  of  "domestic  issuer"  has  been 
added  to  the  Rule.  Paragraph  (e)(4)  of  the  Rule 
defines  "domestic  issuer”  as  any  issuer  that  is  not  a 
"foreign  private  issuer"  as  defined  in  Rule  3l>-4 
under  the  Act.  This  definition  is  identical  to  the 
definition  of  “domestic  issuer"  discussed  in  the 
Proposing  Release.  See  Proposing  Release,  supra 
note  5.  at  n.98. 

As  noted  above,  NASDAQ  is  currently  the  only 
such  inter-dealer  quotation  system.  The  rule  would 
apply,  of  course  to  any  other  inter-dealer  quotation 
systems  that  are  formed  in  the  future. 

Under  section  19(b),  if  an  exchange  or 
association  submits  such  a  rule,  policy,  practice  or 
interpretation  to  the  Commission  for  review,  in 
order  to  approve  it  the  Commission  must  find  that 
such  rule,  policy,  practice  or  interpretation  is 
consistent  with  the  protection  of  investors  and  the 
public  interest,  and,  generally,  in  furtherance  of  the 
purposes  of  the  Act.  See  15  U.S.C.  7tts(b). 


been  changed  from  the  proposed  date  of 
May  15, 1987,  to  the  effective  date  of  the 
Rule.  Finally,  the  discussion  below 
clariHes  the  interaction  between  the 
Rule  and  state  control  share  acquisition 
statutes  and  corporate  defensive 
takeover  tactics,  such  as  poison  pills 
and  lock-up  options,  and  other 
interpretive  issues  that  have  been  raised 
by  commentators.  Although  modified 
slightly  in  form,  the  Rule  as  adopted  is 
identical  substantively  to  the  Rule  as 
proposed. 

1.  Permitted  Actions  Under  Rule  19c-4 

As  adopted,  the  Rule  contains  a  non¬ 
exclusive  list  of  actions  presumed  to  be 
permitted  under  the  Rule.*®  The  list  of 
permitted  actions  reflects  the  belief  by 
the  Commission  that  there  are  valid 
business  and  economic  purposes  for  the 
issuance  or  purchase  of  common  stock 
with  limited  voting  rights  in  certain 
situation.®®  The  listing  of  certain  actions 
that,  standing  alone,  are  presumed  to  be 
permitted  is  not  intended  to  provide  an 
exemption  for  a  plan  or  scheme, 
involving  such  an  action  in  conjunction 
with  others,  that  disenfranchise  existing 
shareholders. 

a.  Initial  Public  Offerings.  First,  the 
Commission  presumes  that  the  issuance 
of  disparate  voting  rights  stock  pursuant 
to  an  initial  registered  public  offering 
(“IPO”)  is  not  a  disenfranchising 
action.®®  The  purchase  of  limited  voting 
rights  stock  in  an  IPO  does  not 
disenfranchise  shareholders  who 
purchase  shares  with  the  full 
knowledge,  through  adequate  disclosure, 
of  the  limits  on  their  individual  and 
collective  voting  power.  In  such  a 
situation,  there  is  no  existing  class  of 
public  shareholders  that  is  deprived  of 
actual  or  potential  voting  control  by  the 


See  Rule  19c-4(d).  Tlie  SROs  may  choose, 
subject  to  Commission  review,  to  identify,  by  rule, 
other  transactions  involving  disparate  voting  stock 
which  do  not  raise  disenfranchisement  concerns. 

**  The  Commission  always  has  recognized  that 
there  exist  legitimate  uses  for  disparate  voting 
rights  stock  for  bona  fide  business  purposes.  See 
Proposing  Release,  supra  note  5,  at  23671.  For 
example.  Paragraph  (c)(4)  of  the  original  Rule  (now 
paragraph  (e)(5)]  exempted  from  the  scope  of  the 
Rule  ordinary  preferred  stock  or  nonconvertible 
debt,  i.e.,  securities  that  had  preference  over  the 
issuer's  common  stock  as  a  dividends,  interest 
payments,  redemption,  or  payment  in  liquidation 
whose  voting  rights  only  became  effective  as  the 
result  of  specific  events,  not  related  to  an 
acquisition,  which  reasonably  could  be  expected  to 
relate  to  the  issuer's  financial  ability  to  meet  its 
obligations  to  that  senior  class  of  securities. 

See  Proposing  Release,  supra  note  5.  at  23671. 
23673.  The  term  “initial  public  offering"  is  intended 
to  mean  the  offering  of  securities  by  a  company  by 
which  it  goes  public.  For  example,  if  a  company 
offers  Class  A  stock  to  the  public  and  a  year  later 
offers  Class  B  super  voting  stock,  only  the  Class  A 
stock  offering  is  an  "initial  public  offering.” 


issuance  of  a  class  of  disparate  voting 
rights  stock. 

b.  Subsequent  Issuances  of  Lower 
Voting  Stock.  Second,  a  public 
corporation  that  wishes  to  raise  capital 
and  desires  neither  to  burden  the 
company  with  additional  debt  nor  dilute 
present  ownership  may  choose  to  raise 
that  capital  through  the  issuance  of 
lower  voting  rights  stock.®*  As  with  the 
IPO  example,  shareholders  purchasing  a 
new  issue  of  lower  voting  stock  are  fully 
aware  of  the  limits  on  their  voting 
power,  both  individually  and 
collectively,  at  the  time  of  purchase.  By 
restricting  subsequent  offerings  to  equal 
or  lesser  voting  stock,  no  existing 
individual  or  class  of  shareholder  is 
disenfranchised  by  this  form  of 
capitalization.®®  Although  the  Rule 
speaks  in  terms  of  public  offerings,  a 
private  offering  of  lower  voting  stock 
would  be  subject  to  the  same  analysis, 
inasmuch  as  such  issuance  does  not 
disenfranshise  existing  shareholders. 

The  simplest  case  under  this  section 
of  the  Rule  involves  a  company  that  has 
one  class  of  stock  with  one  vote  per 
share.  The  company  could  make  a 
public  offering  of  additional  shares  of 
this  class  or  offer  a  new  class  with  less 
than  one  vote  per  share.  Once  the 
company  issues  lower  voting  stock,  a 
question  arises  as  to  whether  it  can 
issue  subsequent  offerings  of  regular 
voting  stock,  for  such  stock  would  have 
voting  rights  greater  than  an  outstanding 
class  of  common  stock  of  the  issuer. 
While  in  many  circumstances  the 
subsequent  issuance  would  not  be 
disenfranchising,  this  type  of 
interpretive  question  is  best  left  to  the 
SROs  to  determine  when  implementing 
the  Rule. 

c.  Bona  fide  Mergers  and 
Acquisitions.  Third,  the  Commission 
believes  that  the  issuance  of  lower 


®'  Id.  If  the  lower  voting  stock  has  features,  such 
as  convertibility  from  the  full  voting  stock,  that 
would  in  effect  constitute  an  exchange  offer  or 
otherwise  potentially  affect  or  diminish  the  voting 
rights  of  existing  shareholders,  the  presumption 
would  be  rebutted  and  the  SRO  would  have  to 
apply  the  Rule. 

Professor  Gordon,  in  his  comment  letter, 
suggested  that  a  subsequent  offering  of  lower  voting 
stock  also  could  dilute  the  economic  value  of 
existing  shareholders'  stock.  Gordon  argues  that  a 
company  will  have  to  sell  a  larger  number  of  limited 
voting  shares  than  ordinary  common  or  provide 
limited  voting  shares  with  greater  than  pro  rata 
dividends  in  order  to  raise  a  given  amount  of 
capital.  See.  Gordon  comment,  supra  note  31.  While 
such  issuances  may  affect  the  economic  value  of 
existing  shares  as  compared  to  an  issuance  of  fully 
voting  shares,  they  may  be  preferable  to  other 
methods  of  raising  capital  without  diluting  the 
voting  power  of  existing  shareholders.  In  any  event, 
these  occurrences  by  themselves  would  not  nullify, 
restrict,  or  disparately  reduce  the  voting  rights  of 
the  ordinary  common  shares. 
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voting  rights  stock  in  connection  with  a 
business  combination  to  effect  a  bona 
fide  merger  or  acquisition,  in  which  the 
voting  rights  of  the  securities  issued 
would  not  be  greater  than  the  voting 
rights  of  any  existing  class  of  common 
stock,  is  presumed  to  be  appropriate 
under  the  Rule.®^  For  example,  when  the 
lower  voting  rights  stock  is  structured  so 
that  dividends  or  other  substantive 
rights  {e.g.,  election  of  directors)  are 
based  on  the  assets  or  performance  of 
the  acquired  company,  such  a 
recapitalization  generally  should  be 
considered  bona  fide  and  consistent 
with  the  purposes  of  the  Rule.®'* 
d.  Stock  Dividends.  Finally,  the 
Commission  believes  that,  in  many 
instances,  a  straight  issuance  of  a  stock 
dividend  to  all  holders  of  an  outstanding 
class  of  common  stock,  in  which  the 
voting  rights  of  the  stock  are  equal  to  or 
less  than  the  per  share  voting  rights  of 
the  existing  class,  would  be  consistent 
with  the  rule.®®  The  Rule  generally  is 
not  meant  to  restrict  additional 
issuances  of  stock  with  the  same  voting 
rights  as  existing  common  stock,  even 
though  such  issuances  may  dilute  the 
percentage  voting  power  of 
shareholders.®®  An  issuance  of  low  vote 


See  Proposing  Release,  supra  note  5,  at  23671, 
23673.  The  Commission  has  decided  to  exclude  from 
the  final  rule  the  phrase  “accompanied  by  proxy 
material"  when  describing  such  permitted  issuances 
in  connection  with  a  business  combination  or  a 
stock  dividend.  Although,  aside  from  short-form 
mergers,  most  mergers  and  acquisitions  are 
accompanied  by  proxy  material,  the  Commission 
notes  that  most  issuances  of  stock  dividends  do  not 
require  shareholder  approval.  Therefore  the 
inclusion  of  the  phrase  “accompanied  by  proxy 
material"  in  this  section  of  the  final  rule  would  be 
unduly  restrictive.  See  also  text  accompanying 
notes  95  to  97  infra  (discussing  the  issuani:e  of  stock 
dividends). 

**  The  Commission  emphasizes  that  a  merger  or 
combination  between  a  company  with  a  disparate 
voting  rights  plan  and  a  company  with  a  one  share, 
one  vote  capitalization  must  be  scrutinized  to 
ensure  that  it  is  being  effected  for  a  bona  fide 
purpose.  In  particular,  an  attempt  to  merge  a  larger 
company  with  a  single  class  or  stock  into  a 
substantially  smaller  company  or  shell  company 
with  a  disparate  voting  rights  plan,  or  any  merger 
other  than  at  arm's  length,  could  be  considered 
disenfranchising  under  the  Rule  because  it  might 
disparately  reduce  the  voting  rights  of  existing 
shareholders.  Such  mergers  would  not,  however,  be 
presumed  prohibited  where  the  proportionality  of 
voting  rights  between  the  two  companies  is 
maintained.  Again,  this  would  be  consistent  with 
the  Rule's  objective  to  avoid  the  disenfranchisement 
of  existing  shareholders,  by  permitting  shareholders 
to  retain  their  current  voting  power. 

**  See  Proposing  Release,  supra  note  5,  at  23673. 

**  Five  commentators  suggested  that  the  Rule 
should  permit  spinoffs  of  a  company's  operations 
where  the  spun  off  subsidiary  has  the  same  dual 
class  structure  as  the  parent  company.  See,  e.g., 
Carter-Wallace  comment,  supra  note  65.  Due  to  the 
varied  forms  that  these  spinoffs  could  take,  the 
Commission  believes  that  spinoffs  should  be 
analyzed  by  the  SROs  on  a  case-by-case  basis 


stock  as  a  dividend,  however,  also  could 
be  constructed  in  a  manner  to 
disenfranchise  shareholders.  For 
example,  the  low  vote  stoclc  could 
contain  transferability  restrictions  or 
other  conditions  that  would  cause  the 
issuance  to  be,  in  effect,  an  exchange 
offer.  In  addition,  the  issuance  could  be 
part  of  a  two-step  transaction  whereby 
voting  control  of  a  corporation  is 
acquired  by  an  inside  group  without 
purchasing  a  proportionate  percentage 
of  the  issuer's  equity.®''  Accordingly,  the 
Commission  has  not  placed  a  dividend 
of  low  vote  stock  in  either  the  category 
of  presumptively  permitted  or  prohibited 
transactions.  Instead,  the  SROs  should 
review  these  transactions  to  determine 
if  they  are  consistent  with  the  purposes 
of  the  Rule. 

2.  Prohibited  Actions  Under  the  Rule 

As  adopted,  the  Rule  also  contains  a 
non-exclusive  list  of  issuances  or  other 
corporate  actions  presumed  to  be 
prohibited  under  the  Rule.  This  list 
reflects  the  Commission’s  belief  that  the 
Rule  should  focus  on  the  process  by 
which  disparate  voting  rights  plans  are 
created  and  their  effect  on  existing 
shareholders. 

a.  “Time  Phased”  Voting.  The  Rule 
presumes  to  prohibit  corporate  action  to 
impose  any  restriction  on  voting  power 
of  shares  based  on  the  length  of  time  the 
shareholder  has  held  the  stock.®®  The 
Commission  continues  to  fmd  troubling 
the  effect  of  these  tenured  or  time 
phased  voting  plans,  to  the  extent  that 
shares  subject  to  time  phased  voting 
were  not  sold  as  such  in  the  company's 
initial  public  offering.  Those  plans 
usually  involve  a  recapitalization  in 
which  all  shareholders  at  the  time  of  the 
recapitalization  receive  multiple  votes 
per  share  for  their  holdings.  Any 
investor  that  purchases  stock 
subsequent  to  the  commencement  of  the 
plan  receives  one  vote  per  share  unless 
and  until  that  investor  holds  the  stock 
for  a  stated  period  of  time  (usually  three 
or  four  years).  In  these  cases, 
shareholders  generally  have  purchased 
stock  in  the  company  at  a  time  when,  in 
the  aggregate,  outside  public 
shareholders  enjoy  voting  control,  or  at 
least,  have  the  potential  to  obtain  voting 
control  if  and  when  insiders  sell  their 
shares.  As  outside  shareholders  sell 
their  high  vote  shares  which  converts 
them  to  low  vote  shares,  insiders,  by 
holding  their  shares,  gain  voting  control 
from  the  outside  shareholders.  As  a 
result,  public  shareholders  at  the  time  of 


See  text  accompanying  note  103  infra. 

**  See  Proposing  Release,  supra  note  5,  at  23671- 
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the  recapitalization  will,  as  a  group,  be 
disenfranchised,  and  the  ability  of  an 
acquiror  of  the  company’s  shares  to 
obtain  voting  control  will  be  restricted. 

b.  “Capped"  Voting  Plans.  The  Rule 
also  presumes  to  prohibit,  with  one 
exception,®®  corporate  action  to  impose 
any  limitation  on  the  voting  power  of 
shares  based  on  the  number  of  shares 
owned.*®®  So-called  capped  voting 
plans  generally  are  designed  to  insulate 
management  from  the  threat  of  a  hostile 
takeover  by  restricting  the  ability  of  the 
potential  acquiror  to  obtain  voting 
control.  This  type  of  recapitalization 
clearly  restricts  the  per  share  voting 
power  of  the  large  shareholder,  and, 
therefore  is  presumed  to  be  'violative  of 
the  Rule.  As  with  tenured  voting  plans, 
capped  voting  plans  frequently  are 
implemented  in  companies  in  which 
public  shareholders  have  voting  control 
of  the  company.  By  instituting  a  capped 
voting  plan,  shareholders  who  purchase 
shares  in  excess  of  the  triggering  amount 
are  disenfranchised  of  the  voting  rights 
for  the  excess  shares. 

c.  Super  Vating  Stock  Distributions. 
The  Rule  also  presumes  to  prohibit  the 
issuance  of  securities  pursuant  to  a 
stock  dividend  or  otherwise  with  voting 
rights  greater  than  the  per  share  voting 
rights  of  an  outstanding  class  or  classes 
of  common  stock.*®*  The  Rule  then 
essentially  presumes  to  prohibit  all 
issuances  of  super  voting  stock.  The 
Commission  finds  such  issuances  to  be 
coercive  and  disenfranchising.  Super 
voting  stock  usually  is  employed  in 
recapitalizations  in  the  following 
manner:  super  voting  stock  is  issued  as 
a  stock  dividend  with  transfer 
restrictions  *®®  that  require  the  stock  to 


*•  See  text  accompanying  notes  123-124,  infra. 

See  Proposing  Release,  supra  note  5,  at  23671- 
73.  Disparate  voting  rights  plans  that  limit  the  voting 
power  of  a  shareholder  based  on  the  number  of 
shares  owned  are  commonly  referred  to  as  “capped 
voting"  plans.  These  plans  simply  nullify  or 
significantly  restrict  the  voting  rights  of  a 
shareholder  after  that  shareholder  acquires  a 
certain  percentage  of  equity  ownership  in  the 
company  (usually  10  or  20%).  Generally,  these  plans 
provide  that  a  shareholder  may  not  vote  in  excess 
of  the  threshold,  or  only  may  exercise  a  minimal 
percentage  of  his  or  her  voting  rights  over  that 
threshold. 

See  Proposing  Release,  supra  note  5,  at  23671- 
73. 

>0*  Transfer  restrictions  placed  on  super  voting 
stock  pursuant  to  a  dividend  or  other  distribution- 
type  recapitalization  are  designed  to  make  holding 
super  voting  stock  more  attractive  to  insiders  and 
other  long  term  holders  and  less  attractive  to  the 
outside  investor.  Generally,  these  provisions 
drastically  limit  the  ability  of  holders  to  sell  their 
stock  by  narrowly  prescribing  the  people  or  entities 
to  whom  the  stock  can  be  transferred.  Further,  these 
plans  usually  provide  that  when  the  holder  does 
decide  to  sell,  the  holder  must  either  sell  the  super 
voting  stock  back  to  the  company,  or  convert  it  to 
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be  converted  into  lower  voting  stock  if 
sold.  As  a  result,  insiders  will  be  able  to 
gain  voting  control  of  the  company  by 
holding  the  super  voting  stock  received 
as  a  dividend,  while  outside 
shareholders  are  forced  by  the  transfer 
restriction  to  convert  their  super  voting 
stock  to  limited  voting  stock  when  they 
want  to  sell.  The  Commission  further 
believes  that,  even  in  situations  where 
no  restrictions  on  transferability  are 
imposed,  super  voting  shares  could  be 
issued  as  part  of  a  two  step  transaction 
whereby  voting  control  of  the 
corporation  is  acquired  without 
purchasing  a  proportionate  percentage 
of  the  issuer’s  equity.'**^ 

d.  Exchange  Offers.  The  Commission 
believes  that  the  issuance  of  disparate 
voting  rights  stock  pursuant  to  an 
exchange  offer  should  be  presumed  to 
be  prohibited  under  the  Rule.‘°^  These 
recapitalizations  can  be  structured  as  a 
one-time  opportunity  to  receive  less 
than  full  voting  rights  stock  in  exchange 
for  shares  of  the  existing  class  of 
common  stock.  For  example,  a  company 
will  issue  a  new  class  of  lower  voting 
stock  with  a  higher  dividend,  and  make 
the  existing  voting  stock  convertible  into 
the  lower  voting,  higher  dividend  stock. 
In  these  situations,  outside  shareholders 
may  be  coerced  to  act  in  a  manner 
contrary  to  their  collective  economic 
self-interest. 

In  these  transactions,  shareholders 
will  face  the  choice  of  surrendering  their 
voting  control  and  receiving  a  small 
economic  benefit  (the  dividend 
sweetener),  or  bypassing  the  exchange 
offer  and  maintaining  the  greater  voting 
stock.  The  exchange  offer  is  coercive 
because  those  shareholders  wishing  to 
hold  the  greater  voting  stock  to  defeat 
the  plan  would  be  taking  a  substantial 
risk  that  an  insufficient  number  of 
outside  shareholders  will  do  likewise 
and  majority  voting  control  will  shift  to 
insiders.  Accordingly,  such  shareholders 
may  be  “coerced"  individually  to  opt  for 
lower  voting  stock  with  a  dividend 
sweetener  to  avoid  holding  ineffective 
full  voting  stock,  without  any  dividend 


lower  voting  stock.  Accordingly,  as  with  tenured 
voting  plans,  as  outside  shareholders  sell  their 
shares,  insiders  accrue  increasingly  greater  control 
at  the  expense  of  the  other  shareholders. 

>03  Pgr  example,  a  corporation  could  first  issue 
nonrestrictive  super  voting  stock  to  all  shareholders. 
Insiders  could  then  systematically  increase  their 
percentage  of  control  over  the  company  by  buying 
up  additional  shares  of  outstanding  super  voting 
stock,  using  the  proceeds  from  the  sale  of  lower 
voting  stock  to  effect  their  purchase.  By  buying 
super  voting  stock  to  effect  their  purchase.  By 
buying  super  voting  stock,  the  insiders  could  obtain 
control  through  a  purchase  of  far  fewer  shares  than 
if  they  bought  the  lower  voting  stock. 

See  Proposing  Release,  supra  note  5.  at  23C71- 
73. 


benefit.  Given  the  prospect  that  the 
shareholders  will  be  left  with  neither  the 
increased  dividend  nor  an  effective  vote 
if  they  decide  not  to  participate  in  the 
exchange  offer,  the  Commission  believes 
that  such  offers  coerce  shareholders  into 
a  disenfranchising  decision. 

Even  in  situations  in  which 
shareholders  are  permitted  to  convert  to 
lower  voting  stock  for  an  extended 
period,  or  at  any  time  after  a 
recapitalization  is  approved,  the 
collective  action  limitation  still  makes  it 
unlikely  that  such  a  plan  would  be 
defeated.  Shareholders  in  the  minority, 
voting  against  a  disparate  voting  rights 
plan,  in  this  case,  also  eventually  would 
be  “coerced"  by  the  dividend  sweetener 
to  exchange  shares  and  would  be 
disenfranchised  unwillingly. 

3.  Foreign  Issuers 

The  Commission  has  decided  not  to 
extend  Rule  19c-4  to  foreign  issuers.  As 
noted  above.  Rule  19c-4  as  proposed 
applied  only  to  domestic  issuers  and,  in 
the  Proposing  Release,  the  Commission 
solicited  comment  on  whether  the  Rule 
should  be  applied  to  foreign  issuers.*®® 
Although  the  majority  of  commentators 
indicated  that  the  Rule  should  apply  to 
foreign  issuers,  the  Commission  believes 
there  are  valid  reasons  for  not  requiring 
U.S.  markets  to  apply  the  rule  to  foreign 
companies. 

First,  the  Commission  cannot 
reasonably  expect  foreign  issuers  to  act 
in  connection  with  voting  rights  so  that 
they  would  be  permitted  to  facilitate  the 
development  of  a  secondary  market  for 
their  securities  in  the  United  States, 
especially  when  U.S.  investors  already 
can  acquire  the  securities  of  foreign 
issuers  overseas  and  the  U.S.  is  not  the 
primary  market  for  the  corporation’s 
shares.  This  is  especially  true  if  the 
laws,  customs,  or  practices  of  the  home 
country  permit  disparate  voting  rights 
structures.  If  the  Rule  were  mandatory 
for  all  issuers  trading  on  U.S.  markets,  it 
might  have  the  effect  of  keeping  foreign 
issuers  out  of  U.S.  markets  and  forcing 
U.S.  investors  to  trade  such  securities 
overseas.  Because  foreign  markets  may 
offer  less  protection  to  the  investor  than 
U.S.  markets,  U.S.  investors  could  be 


The  ABA  requested  clarification  as  to 
whether  an  exchange  by  the  shareholders  of 
common  stock  for  new  non-voting  debt  securities  or 
preferred  stock,  whether  not  accepted  or 
underaccepted  by  a  controlling  group  of 
shareholders,  would  be  disenfranchising.  The 
Commission  does  not  believe  that  the  form  of  such  a 
transaction  is  determinative  of  whether  the 
transaction  would  be  disenfranchising.  Rather,  each 
such  transaction  should  be  examined  to  determine 
whether  it  is  consistent  with  the  Rule  and.  also 
whether  it  would  fall  under  one  of  the  actions 
expressly  prohibited  by  the  Rule. 

'®®  See  text  accompanying  note  49,  supra. 


harmed  because  they  would  not  be 
provided  the  increased  protection  of  the 
U.S.  securities  laws.*®*  At  a  minimum, 
U.S.  investors  would  incur  additional 
transaction  costs  in  purchasing  foreign 
issuer  securities  overseas.  Finally, 
because  the  Rule  provides  only  a 
minimum  voting  rights  standard,  the  U.S. 
SROs  will  be  able  to  apply  the  Rule  (or 
other  appropriate  standards]  to  foreign 
issuers  ifi  in  the  SRO’s  judgment,  it  is 
appropriate  to  extend  the  Rule  to  cover 
these  issuers,*®*  The  Commission 
concludes  that  investor  protection  and 
the  public  interest  do  not  mandate  that 
the  Commission  require  application  of 
Rule  19c-4  to  all  foreign  issuers  trading 
in  U.S.  SROs  and  that  the  SROs  should 
be  able  to  make  a  determination 
whether  an  extension  of  the  Rule  to 
foreign  issuers  is  appropriate  for  their 
market  individually. 

4.  Grandfather  Provision 

a.  Effective  Date.  As  noted  above,  the 
Commission  is  changing  the  grandfather 
date  to  July  7, 1988,  the  date  of 
Commission  approval  of  the  Rule.  Rule 
19C-4,  as  proposed,  provided  that  voting 
rights  plans  adopted  prior  to  May  15, 
1987,  would  be  unaffected  by  the  Rule. 
The  grandfather  provision  also 
protected  proposed  voting  rights  plans 
for  companies  that  submitted  proxy 
materials  to  the  Commission  prior  to 
May  15, 1987,  so  long  as  the  issuer 
moved  forward  in  a  reasonable  period 
of  time  to  implement  its  recapitalization. 

TTie  Commission  initially  selected 
May  15, 1987  as  the  grandfather  date  for 
several  reasons.  First,  the  securities 
markets  and  corporate  community  had 
been  aware  that  the  Commission  was 
considering  action  to  restrict  the 
issuance  of  dual  class  stock  at  least 
since  December,  1986.*®*  Second,  the 


This  position  is  consistent  with  the 
Commission's  approval  of  a  proposal  by  the  Amex 
and  NYSE  that  permits  them  to  waive  or  modify 
certain  listing  standards  for  foreign  issuers  when  it 
can  be  shown  that  the  foreign  company’s  procedure 
is  based  on  the  laws,  customs  or  practices  of  its 
home  country.  See  Securities  Exchange  Act  Release 
No.  24634  (June  23. 1987).  52  FR  24230.  In  that 
Release,  the  Commission  weighed  the  potential 
competitive  disadvantage  to  domestic  issuers  of 
allowing  certain  listing  and  reporting  requirements 
to  be  waived  for  foreign  issuers  and  concluded  that 
the  proposed  rules  would  remove  obstacles  which 
have  made  foreign  companies  reluctant  to  list  on 
either  the  Amex  or  the  NYSE  and  could  result  in 
increased  protection  for  U.S.  investors.  We  also 
note  that  the  rule  changes  allowed  waiver  or 
modification  of  voting  rights  listing  standards.  See 
Id  at  n.21  (discussing  foreign  issuer  rule's  relation 
to  proposed  Rule  19c-4). 

Of  course,  any  such  listing  standard  would 
have  to  be  approved  by  the  Commission. 

In  December,  1966.  the  Commission  held 
public  hearings  on  the  NYSE's  proposal  to  modify 
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Amex,  NASD,  and  NYSE  had  notified 
their  listed  companies  during  the  period 
following  the  December  hearings  that 
May  15, 1987  would  be  the  grandfather 
date  used  in  any  uniform  approach 
adopted  by  the  SROs.  Accordingly,  in 
selecting  May  15, 1987  the  Commission 
was  satisfied  that  issuers  had  sufficient 
notice  concerning  a  possible  restriction 
on  voting  rights  plans.  Further,  the 
Commission  believed  that  a  later  date 
would,  in  the  interim,  induce  a  rush  of 
companies  implementing  voting  rights 
plans  that  would  disenfranchise 
shareholders  primarily  to  avoid  the 
deadline  imposed  by  the  Rule."® 

As  noted  above,  the  Commission 
received  numerous  comments 
speciHcally  addressing  the  grandfather 
issue,  ranging  from  arguments  that  there 
should  be  no  grandfathering  of  existing 
dual  class  plans,*"  to  comments  urging 
that  the  grandfather  date  be  later  than 
May  15.*  **  Further,  many  of  the 
corporate  commentators  argued  that  the 
Rule  should  be  applied  prospectively 
only,  and  that  to  do  otherwise  would 
constitute  a  violation  of  the  notice 
requirement  of  the  Administrative 
Procedure  Act  (“APA”).**® 

The  Commission  believes  that 
companies  were  on  notice  of  potential 
Commission  action  concerning  disparate 
voting  rights  plans  as  of  May  15, 1%7. 
Due  to  the  length  of  time  since  the 
issuance  of  the  Proposing  Release, 
however,  the  Commission  has  concluded 
not  to  apply  the  Rule  to  those  companies 
that  adopted  disparate  voting  rights 
plans  prior  to  the  Rule’s  effective  date. 

Second,  the  Commission  estimates 
that  since  May  15  only  17  companies 
have  recapitalized  or  filed  plans  to 
recapitalize  with  the  Commission. 
Accordingly,  not  many  classes  of 
shareholders  should  be  affected  by  the 
change  in  the  Rule’s  application  date.**^ 


its  one  share,  one  vote  rule.  At  that  meeting,  then 
Chairman  Shad  and  several  Commissioners  raised 
questions  concerning  the  development  of  a  uniform 
approach  similar  to  what  was  subsequently 
proposed  as  Rule  19c-4, 

The  concern  was  substantiated  by  the  faitt 
that  in  the  first  four  months  of  1987,  when  there 
were  indications  that  the  SROs  or  the  Commission 
might  restrict  disparate  voting  rights  plans, 
approximately  25  major  domestic  corporations 
initiated  a  disparate  voting  rights  plan. 

* ' '  See  text  accompanying  notes  45  to  48,  supra. 
See  text  accompanying  notes  66  to  66,  supra. 
See  ABA  comment,  supra  note  50,  at  24,  n.lO; 
Carter-Wallace  comment,  supra  note  65,  at  16-24; 
Times  Mirror  comment,  supra  note  65,  at  16. 

■  This  does  not  mean  that  the  Commission  is 
not  concerned  about  those  shareholders  that  were, 
in  fact,  disenfranchised  between  May  15, 1987  and 
the  adoption  of  the  Rule.  Nevertheless,  we  believe 
the  concerns  noted  below  dictate  applying  the  Rule 
as  of  the  Rule's  elective  date. 


We  do,  however,  specifically  reject  any 
further  delay  past  the  effective  date  in 
requiring  companies  to  comply  with  the 
Rule,*  *®  Such  a  delay  would  create  an 
inappropriate  "window  of  opportunity’’ 
for  companies  to  rush  to  disenfranchise 
shareholders. 

Additionally,  we  note  that  the  SROs 
would  still  retain  the  right,  consistent 
with  section  9(g)  of  the  Act,  to  enforce 
compliance  with  their  rules  by  delisting 
or  requiring  a  shareholder  ratification 
vote  with  respect  to  any  issuer  that 
recapitalized  in  violation  of  SRO  listing 
standards  before  Rule  19c-4  was 
approved  [e.g.,  NYSE  companies  that 
recapitalized  during  the  moratorium). 
Indeed,  the  Commission  requests  that 
SROs  address  whether  a  requirement  for 
public  shareholder  ratification  for  recent 
recapitalizations,  similar  to  that 
contained  in  the  NYSE’s  proposed  rule, 
would  be  an  appropriate  supplement  to 
Rule  19c-4. 

The  Commission  finds  good  cause  for 
establishing  an  effective  date  prior  to  30 
days  after  publication  of  the  approval 
order  in  the  Federal  Register.  As 
mentioned  above,  setting  an  effective 
date  after  the  date  of  adoption  would 
allow  additional  companies  to 
disenfranchise  shareholders  in  an  effort 
to  recapitalize  before  the  Rule’s 
effectiveness.  Moreover,  immediate 
implementation  of  the  Rule  would  place 
no  burden  on  companies  without  such 
plans. 

b.  Effect  on  Existing  Disparate  Voting 
Rights  Plans.  The  application  of  the  Rule 
raises  a  number  of  interpretive 
questions  for  companies  that  have 
disparate  voting  rights  plans  subject  to 
the  Rule’s  gran^ather  provision.  The 
Commission  has  determined  to  apply 
the  grandfather  provision  in  a  manner 
that  permits  grandfathered  plans  to 
operate  as  adopted,  but  does  not  permit 
existing  holders  of  an  outstanding  class 
or  classes  of  common  stock  to  be  further 
disenfranchised  through  subsequent 
issuances  or  recapitalizations. 

First,  the  Commission  has  determined 
that  the  tenured  or  capped  voting 
features  of  disparate  voting  rights  plans 
should  be  allowed  to  continue,  provided 
that  the  structure  was  implemented  as 
of  the  effective  date  of  the  Rule,  despite 
the  fact  that  the  aggregation  by 
management  of  super  voting  shares  or 
the  limitation  of  voting  rights  of  a  large 
holder  might  not  occur  for  a  number  of 
years.  The  Commission  believes  that 
any  grandfathering  of  these  types  of 


'  *•  See  text  accompanying  notes  116-117  infra 
(discussing  application  of  Rule  to  those  companies 
that  recently  had  approved  a  disparate  voting  rights 
plan  but  have  not  yet  actually  issued  stock  under 
the  plan). 


long  range  disparate  voting  rights  plans 
would  be  meaningless  if  limited  to  a 
period  immediately  following  the 
promulgation  of  the  Rule. 

A  related  issue  is  whether  disparate 
classes  of  stock  or  disparate  voting 
rights  plans  authorized  but  unissued  or 
not  implemented  prior  to  the  Rule’s 
effective  date  should  be  permitted  to  be 
implemented  after  the  effective  date  of 
the  Rule.  In  the  Proposing  Release,  the 
Commission  stated  that  a  company 
filing  proxy  materials  by  May  15, 1987  to 
adopt  a  disparate  voting  rights  plan 
would  be  grandfathered,  provided  the 
company  moved  forward  in  a 
reasonable  period  of  time  to  implement 
the  plan.**®  In  structuring  the 
grandfathering  provision  as  such,  the 
Commission  was  attempting  to  exclude 
two  groups:  (1)  Companies  that  sought 
shareholder  authorization  after  the 
publication  of  the  Proposing  Release  and 
knew  or  should  have  known  that  such 
an  issuance  likely  would  be  prohibited; 
and  (2)  companies  that  have  had  blank 
check  preferred  or  other  unissued 
securities  on  the  shelf  as  a  protective 
measure  and  had  demonstrated  no 
indication,  until  the  commencement  of 
the  section  19(c)  proceedings,  that  they 
intended  to  issue  disparate  classes  of 
stock. 

Despite  the  fact  that  the  Commission 
is  essentially  grandfathering  all  issuers 
who  issued  disparate  voting  stock  prior 
to  the  Rule’s  effective  date,  the 
Commission’s  concern  about  authorized 
but  unissued  dual  class  stocks  remains 
valid.  The  Commission  is  sensitive  to 
the  needs  of  those  companies  that 
received  specific  shareholder  approval 
for  disparate  voting  rights  plans  prior  to 
the  Rule’s  effective  date,  but  chose  not 
to  implement  them  because  of  concern 
that  the  plan  would  have  to  be 
dismantled  if  it  were  prohibited  by  the 
Commission’s  Rule.**’  Therefore,  the 
Commission  has  determined  that 
companies  that  filed  proxy  materials 
between  January  1, 1987  and  the  Rule’s 
effective  date  to  issue  disparate  voting 
rights  stock,  but  have  yet  to  issue  the 
disparate  class  or  classes  of  stock, 
should  have  90  days  following 
publication  of  the  Rule,  as  adopted,  in 
the  Federal  Register,  to  issue  their 
disparate  voting  rights  stock.  The 
Commission  believes  that  this 
interpretation  is  consistent  with  its  view 


*  The  Commission  believed  that  it  would  be 
inappropriate  to  extend  the  grandfather  exception 
to  companies  that  had  not  at  least  taken  the  step  of 
proeposing  the  stock  issuance  for  a  shareholder 
vote.  See  Proposing  Release,  supra  note  5,  n.88. 

•  See,  e.g.,  letter  from  J.  Spratt  White,  Senior 
Vice  President,  Springs  Industries,  ln&,  to  Jonathan 
G.  Katz,  Secretary,  SEC,  dated  July  14, 1987. 
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that  only  those  companies  that  have 
proceeded  within  a  “reasonable  period 
of  time”  to  adopt  a  dual  class  plan 
should  be  permitted  to  issue  authorized 
dual  class  stock  after  the  Rule's 
effective  date. 

With  respect  to  the  subsequent 
issuance  of  additional  authorized  stock 
as  dividends  or  stock  splits,  such  an 
issuance  may  be  permitted  if  it  does  not 
exacerbate  the  disparity  in  voting  rights 
between  classes  or  groups  of 
shareholders.  For  example,  super  voting 
stock  may  be  issued  to  existing  super 
voting  holders  in  a  grandfathered 
disparate  plan  only  if  there  are  no 
transferability  restrictions  and  all 
holders,  both  super  and  limited,  receive 
a  proportionate  amount  of  securities 
such  that  the  relative  voting  power  of 
the  lower  voting  stock  toward  the  super 
voting  stock  is  not  reduced.  Similarly,  a 
reverse  stock  split  could  occur  in  a 
grandfathered  disparate  voting  rights 
plan,  but  only  if  the  split  was  applied  to 
all  classes  of  voting  stock  in  a 
proportionate  manner.  The  Commission 
believes  that  this  analysis  is  consistent 
with  the  Rule  because  the  voting  power 
of  the  existing  shareholders  is  not 
disparately  r^uced  by  the  additional 
issuance. 

Consistent  with  this  position,  the 
Commission  believes  that  the 
subsequent  issuance  of  cations  or 
convertible  rights  to  purchase  super 
voting  stock  is  inconsistent  with  the 
Rule."®  The  Commission  believes  that 
such  issuances  could  be  used  to 
deteriorate  further  the  voting  rights  of 
the  holders  of  limited  voting  stock,  and 
therefore  such  options  and  convertible 
rights  to  purchase  super  voting  shares 
should  be  changed  to  rights  to  purchase 
non-super  voting  shares. 

5.  Application  of  Rule  19o-4  to  Control 
Share  Acquisition  Statutes  and  Other 
Takeover  Defenses 

As  noted  above,  commentators 
expressed  concern  regarding  the 
potential  impact  of  the  proposed  Rule  on 
state  anti-takeover  statutes  and  other 
corporate  tactics  designed  to  discourage 
hostile  takeovers.***  In  particular,  these 
commentators  questioned  the 
application  of  the  Rule  to  state  control 
share  acquisition  statutes,  such  as  the 
Indiana  statute  upheld  by  the  Supreme 
Court  in  the  CTS  decision,  and  other 
prevalent  defensive  tactics,  sudi  as 


‘  stock  options  or  convertihle  rights  to  piirchase 
super  voting  stock  that  were  issued  before  the 
effective  date  of  the  Rule,  however,  would  be 
“grandfathered**  and  thus  could  be  exercised  at  any 
time. 

“*Sse  text  accompanying  notes  SS  tofiZ.  supra. 


poison  pills.  The  Commission,  when 
proposing  the  Rule,  did  not  view  it  as  a 
means  to  prohibit  corporate  defensive 
tactics  in  general,  but  merely  as  a 
prohibition  against  the 
disenfranchisement  of  existing 
shareholders’  voting  rights.**® 
a.  Control  Share  Acquisition  Statutes. 
Specirically,  commentators  have 
questioned  whether  corporate  action 
pursuant  to  control  share  acquisition 
statutes  would  constitute  an  issuance  of 
securities  or  other  corporate  action  that 
disenfranchises  shareholders.***  In  light 
of  the  CTS  decision  and  the  purposes  of 
the  Rule,  the  Commission  has  revised 
the  Rule  to  clarify  that  it  would  not 
interfere  with  these  statutes. 

The  Commission  believes  that 
deference  to  state-legislated  control 
share  acquisition  statutes  designed  to 
specifically  regulate  changes  in  control 
is  appropriate.  We  note  that  the  SROs, 
in  setting  and  enforcing  their  listing 
standards,  historically  have  attempted 
to  distinguish  between  areas  in  which 
generalized  threshold  standards  have 
been  set  by  the  states  and  those  areas  in 
which  the  states  have  chosen 
speciHcally  to  regulate.  For  example,  the 
NYSE  traditionally  has  placed 
limitations  on  the  listing  of  non-voting  or 
lower  voting  stock,  despite  the  presence 
of  general  state  enabling  legislation  that 
permit  corporations  to  have  disparate 
voting  sto^.  The  NYSE,  however,  has 
deferred  to  state  law  in  other  areas  of 
corporate  governance,  such  as  the  rights 
of  preferred  shareholders  to  vote  on 
mergers  and  acquisitions,  when  the 
states  have  chosen  specifically  to 
regulate  or  limit  corporate  activity.*** 


In  this  regard,  the  Commission  does  not  agree 
with  several  commentators  that  the  Rule  would 
violate  the  Williams  Act*8  principle  of  neutrality  in 
the  regulation  of  tender  offers.  See,  e.g.. 
International  Paper  comments,  supra  note  61.  The 
Rule  is  not  intended  to  address  defensive  tactics, 
but  to  protect  shareholder  voting  rights.  Moreover, 
companies  would  retain  the  full  panoply  of 
defensive  tactics,  as  long  as  a  particular  tactic  did 
not  disenfranchise  shareholders. 

***  Ind.  Code  section  23-1-42-1  et  seq.  (1986).  The 
Indiana  Control  Share  Acquisitions  Chapter  is  the 
forerunner  of  a  number  of  state  statutes  designed  to 
protect  domestic  corporations  from  hostile 
takeovers.  Briefly,  the  statute  provides  that  if  a 
shareholder  acquires  20%  or  more  of  the  voting 
stock  needed  to  elect  directors  of  an  Indiana 
corporation,  the  shareholder  loses  its  right  to  vote 
the  shares  unless  the  disinterested  shareholders 
vote  to  grant  the  **contror'  shareholder  voting  rights 
within  SO  days  of  the  commencement  of  the  offer  to 
purchase  the  shares.  All  Indiana  corporations  are 
covered  by  the  statute,  unless  the  corporation 
amends  its  articles  of  incorporation  or  by-laws  to 
opt  out  of  the  statute. 

***See  NYSE  listed  Company  Manual  section 
308.oa 


Accordingly,  the  Commission  has 
determined  that  the  Rule  should  not 
apply  to  corporate  action  taken  pursuant 
to  state  law  requiring  a  state's  domestic 
corporation  to  condition  the  voting 
rights  of  a  beneficial  or  record  holder  of 
a  specified  threshold  percentage  of  the 
corporation's  voting  stock  on  the 
approval  of  the  corporation's 
independent  shareholders.*** 

Consistent  with  this  change,  the 
Commission  believes  that  the  definition 
of  the  phrase  “corporate  action”  in 
paragraph  (d)(4)  of  the  Rule  should  be 
read  so  as  to  include  compliance  with 
control  share  acquisition  statutes  by:  (1) 
Reincorporating  in  a  state  that  has  such 
a  statute:  or  (2)  failing  to  opt-out  of  such 
a  statute.**®  Outside  of  the  state 
statutes  permitted  in  paragraph  (d)(4)  of 
the  Rule,  it  is  possible  that  states  will 
enact  other  types  of  statutes  that  limit 
shareholder  voting  rights  in  certain 
situations.  The  Commission  believes 
that  determinations  as  to  whether 
corporate  action  pursuant  to  any  such 
statute  is  consistent  with  the  purposes 
of  the  Rule  is  best  left  to  the  SROs. 

The  Commission  does  not  believe, 
however,  that  corporate  voting 
structures  required  by  a  state  or  Federal 
statute,  with  no  opportunity  provided  for 
the  corporation  to  opt  out  of  such 
requirement,  involve  corporate  action 
which  would  be  covered  by  the  Rule.**® 
Moreover,  reincorporation  into  a  state 
with  such  a  statute  would  not  constitute 
corporate  action  under  the  Rule. 

b.  Shareholder  Rights  Plans. 
Commentators  also  have  questioned  the 
effect  of  Rule  19c-4  on  tender  offer 
defensive  shareholder  rights  plans.*** 


■“£’.g..  Ind.  Code  section  23-1-42-1  etseq.  (1966): 
Del.  Code.  Title  S,  section  203);  and  N.Y.  Bus.  Corp. 
Law  section  912  (McKinney  1966). 

The  Commission's  position  is  limited  to  the 
applicability  of  Rule  19o-4  to  control  share 
acquisition  statutes.  Accordingly,  nothing  discussed 
herein  should  be  construed  to  indicate  that  the 
Commission  believes  such  statutes  are  appropriate 
or  that  the  Commission  will  not  participate  as 
amicus  curiae  opposing  such  statutes  on  Federal 
pre-emption  and  Commerce  Clause  constitutional 
grounds  In  the  future.  See  Briefs  of  the  Securities 
and  Exchange  Commission,  Amicus  Curiae,  Saiont 
Acquisition  Corp.  v.  Manhattan  Industries,  Ina.  86 
Ov.  686.  {S.DJ^.Y,  Match  16. 1988);  RTE 
Corporation  v.  Mark  IV  Industries,  Ina  and  MIV 
Holdings,  Ina  v.  Loren  D.  Barre,  Civil  Action  No. 
88-C-378  (E.D.  Wise.,  May  6, 1988):  HP  Acquisition 
Corp.  V.  Staley  Continental,  Ina,  (3vil  Action  Na 
88-190  (D.  Del..  May  9. 1988). 

■*>See  text  accompanying  notes  134  to  135  infra. 

See;  &g..  Fried.  Frank  comment,  supra  note  50. 
at  7-20.  Predominantly,  these  inquiries  questioned 
the  applicability  of  the  Rule  to  so-called  flip-in 
shareholder  rights  plans.  Under  certain  flip-in  plans, 
rights  or  warrants  are  attached  to  the  common  stock 
of  a  company,  entitling  the  holder,  upon  the  right 
being  triggered,  to  buy  additional  shares  of  common 
stock  at  a  price  substantially  below  market  value. 
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Because  some  of  these  so-called  “poison 
pills"  can  be  viewed  as  diluting  the 
voting  rights  of  a  potential  acquiror  or 
large  shareholder  by  allowing  stock  to 
be  sold  below  market  value  to  a  speciHc 
shareholder  or  shareholders,  some 
commentators  expressed  concern  that 
the  implementation  of  a  poison  pill 
would  be  considered  disenfranchising 
under  the  Rule. 

The  Commission  has  determined  that 
such  plans  generally  should  not  be 
covered  by  the  Rule.  As  with  any 
recapitalization  or  disparate  voting 
rights  plan,  the  focus  should  be  placed 
upon  the  effect  of  the  plan  on  the  voting 
rights  of  existing  shareholders.  It  is 
important,  therefore,  to  note  that  unlike 
transactions  prohibited  by  the  Rule, 
shareholder  rights  plans  are  not  adopted 
to  restructure  a  corporation  by 
disenfranchising  an  existing  class  or 
classes  of  shareholders  in  order  to 
solidify  the  voting  power  of 
management  or  a  control  group.  Rather, 
these  plans  are  adopted  by  corporations 
to  discourage  tender  offers,  or  to 
encourage  the  development  of  an 
auction  for  the  company  resulting  in 
shareholders  receiving  a  higher  price  fur 
their  stock.**’  In  fact  such  plans  are 
adopted  with  the  intent  that  they  will 
never  be  implemented.**® 


These  rights  generally  are  redeemable  at  any  time 
by  the  Board  of  Directors  of  the  company  prior  to 
being  triggered  and  exercisesd.  The  rights,  however, 
are  not  exercisable  until  the  occurrence  of  a  so- 
called  triggering  event,  usually  the  acquisition  of  a 
specified  percentage  of  the  company’s  stock  by  a 
hostile  bidder  or  the  commencement  of  a  tender 
offer.  Upon  the  occurrence  of  the  triggering  event, 
all  shareholders  except  the  potential  acquiror  may 
then  purchase  shares  at  below  market  value, 
crippling  the  takeover  effort  by  the  acquiror. 

Further,  it  is  important  to  note  that  although 
the  NYSE  has  prohibited  disparate  voting  rights 
stock  for  over  60  years,  it  has  differentiated 
between  disparate  voting  rights  plans  in  general  and 
shareholder  rights  plans  that  are  adopted  to 
discourage  hostile  takeovers. 

The  Commission  emphasizes,  however,  that 
its  position  on  anti-takeover  shareholder  rights 
plans  should  not  be  misconstrued  as  a  blanket 
exception  for  all  restructurings  adopted  under  the 
guise  of  a  "poison  pill."  If  a  corporation  develops  an 
anti-takeover  device  designed  specifically  to 
transfer  voting  control  from  existing  shareholders  to 
insiders,  or  a  group  favored  by  insiders,  it  may 
violate  Rule  19c-4  irrespective  of  the  fact  that  it  is 
termed  a  “poison  pill.”  The  Commission  notes  that 
several  firms  have  adopted  “poison  pills”  which 
would  affect  voting  rights  of  a  large  purchaser  of  the 
company's  stock.  See,  e.g.,  Asarco,  Inc.  v.  MRII 
Holmes  A  Court,  611  F.  Supp.  468  (D.N.).  1985). 
Moreover,  the  Commission  also  emphasizes  that  its 
decision  to  exclude  poison  pills  from  coverage  of 
Rule  19c-4  should  not  be  construed  as  implying 
either  acceptance  or  reiection  of  the  argument  that 
poison  pills  can,  in  some  circumstances,  have 
discriminatory  or  disenfranchising  effects. 


c.  Lock-Ups,  Commentators  also 
questioned  the  effect  Rule  19c-4  would 
have  on  the  use  of  lock-ups,  in  which 
newly  issued  shares  or  options  to  buy 
additional  shares,  often  at  a  discount, 
are  issued  to  another  party.  Several 
commentators  have  questioned  whether 
the  purchase  of  additional  shares, 
through  a  lock-up,  at  below  market  cost 
would  disparately  reduce  the  voting 
rights  of  existing  shareholders.  The 
Commission  believes  that  lock-ups 
generally  would  not  be  prohibited  by 
Rule  19c-4.**®.  The  Commission 
believes  that  the  fairness  of  the 
compensation  paid  for  voting  stock 
generally  should  be  determined  by  state 
law,  with  the  addition  of  possible 
shareholder  voting  requirements 
imposed  by  SRO  rules. *®°  Moreover,  the 
Commission  notes  that  a  substantial 
body  of  state  judicial  decisions, 
applying  general  fiduciary  and  duty  of 
loyalty  principles,  have  accorded  greater 
scrutiny  to  lock-up  transactions, 
especially  in  regard  to  contests  for 
corporate  control.***  Nevertheless,  lock¬ 
ups  effected  by  the  sale  of  super  voting 
preferred  would  be  presumed  to  be 
prohibited  under  the  Rule  because  they 
would  involve  an  issuance  of  a  new 
class  of  super  voting  stock,  which 
presumably  is  prohibited  under  the 
Rule.*** 

6.  Other  Interpretative  Issues 

In  the  Proposing  Release,  the 
Commission  requested  comment  on  a 
variety  of  issues.  These  issues  included 
whether  certain  issuers  or  securities 
should  be  exempted  explicitly  from  the 
Rule;  the  applicability  of  the  Rule  to  so- 
called  two-step  transactions  in  which  a 
company  goes  private  and  subsequently 
goes  public  with  an  issuance  of 
disparate  voting  stock;  the  effect  of  the 
Rule  on  companies  in  financial  distress; 
whether  a  company  should  be  barred 
from  listing  for  violating  Rule  19c-4,  or 


This  is  consistent  with  the  views  discussed 
above  concerning  flip-in  plans.  See  text 
accompanying  notes  128-128  supra. 

‘’®  For  example.  Section  312  of  the  NYSE’s  Listed 
Company  Manual  requires  shareholder  approval 
where  additional  issuances  of  slock  in  an 
acquisition  would  increase  the  outstanding  common 
stock  by  18Vk%  or  more.  See  also  section  712  of  the 
Amex  Company  Guide.  The  Commission  believes 
that  the  NASD  should  consider  adoptiong  a  similar 
rule  when  implementing  Rule  19o-4. 

See  Terrell,”  The  Delaware  Business 
Judgment  Rule  In  a  High  Risk  Environment” 
Representing  Publicly  Traded  Corporations: 
Advising  Corporate  Management  in  a  High  Risk 
Environment  526  P.LJ.  May-June  1987,  at  459. 

The  Commission  also  notes  that  fair  pricing 
provisions  that  require  approval  of  a  tender  offer  by 
a  majority  or  super  majority  of  disinterested 
shareholders  are  not  covered  by  the  Rule’s 
prohibitions  because  no  corporate  action  is  being 
taken  to  disenfranchise  shareholders. 


should  be  able  to  take  some  curative 
action;  and  the  effect  of  the  Rule  upon 
certain  board  and  voting  structures.*** 
These  and  other  interpretive  issues  are 
discussed  below. 

a.  Statutory  Restrictions.  In  response 
to  the  Proposing  Release,  several 
commenters  noted  that  the  voting  rights 
of  companies  in  certain  industries  might 
be  subject  to  certain  mandatory 
restrictions  by  applicable  state  and 
federal  law.**'*  The  Commission 
recognizes  the  potential  conflict 
between  Rule  19c-4  and  these  statutes, 
and  has  concluded  that  the  Rule  should 
not  cover  action  taken  pursuant  to  such 
specific  state  or  federal  statutory 
requirements.  The  Commission  notes 
that  in  such  circumstances  the  issuer 
would  not  be  required  to  obtain  a 
waiver  from  compliance  with  the  Rule 
because  the  alleged  disenfranchising 
action  is  state  or  federal  action,  not 
corporate  action.*** 

b.  Going  Private  Transactions.  In  the 
Proposing  Release,  the  Commission 
expressed  concern  that  the  process  by 
which  a  company  is  taken  private  and 
subsequently  goes  public  within  a  brief 
period  could  have  a  disenfranchising 
effect  on  existing  shareholders.**®  In 
response  to  the  Commission’s 
solicitation  of  comments,  certain 
commentators  objected  to  the  labelling 
of  such  a  two-step  transaction  as 
disenfranchising.**’  The  Commission 
notes  that,  when  a  company  is  taken 
private,  existing  shareholders  are 
required  to  be  paid  fair  value  for  their 
stock  and  therefore  are  not 
disenfranchised.  Indeed,  in  such  a 
transaction,  shareholders  are  not  just 
relinquishing  voting  rights,  but  are 


See  Proposing  Relnase  supra  note  5,  at  23673- 
74. 

■*'*  See,  e.g.,  ABA  comment,  supra  note  50,  at  27- 
28  (concerning  Federal  Home  Loan  Bank  Board 
|’’I■HLBB”|  regulation  that  limits  voting  rights  of  a 
potential  acquiror  to  10%  in  certain  circumstances); 
letter  from  Royce  N.  Banner,  Senior  Vice  President, 
Northwestern  National  Life  Insurance  Company,  to 
Jonathan  G.  Katz,  Secretary,  SEC,  dated  August  4. 
1987  (Minnesota  statute  that  caps  voting  rights  of 
shareholders  and  provides  certain  voting  rights  to 
policyholders);  letter  from  James  T.  Lloyd,  Vice 
President,  U.S.  Air  Group,  to  Jonathan  G.  Katz, 
Secretary,  SEC,  dated  July  16, 1987  (Federal 
Aviation  Authority  limits  on  voting  rights  of  foreign 
stockholders). 

We  note  that  such  companies  complying  with 
a  state  or  federal  regulation  would  not  obtain  a 
blanket  exemption  flom  all  aspects  of  the  Rule,  but 
simply  those  aspects  necessary  to  comply  with  the 
mandatory  requirement.  For  example,  although  the 
FHLBB  rule  permits  banks  to  approve  a  charter 
provision  to  extend  the  mandatory  voting  restriction 
described  in  note  134  supra  for  3  to  5  years,  such 
voluntary  action  by  an  issuer  would  considered 
corporate  action  prohibited  by  tlie  Rule. 

'**  Proposing  Release,  supra  note  6,  at  n.93. 

See  Gilson  comment,  supra  note  26.  at  3-4; 
Inlemational  Paper  comment,  supra  note  61,  at  11. 
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selling  their  entire  interest  in  a  security. 
When  the  company  subsequently  goes 
public,  regardless  of  the  elapsed  period 
of  time  since  being  taken  private, 
purchasers,  through  proper  disclosure, 
will  be  aware  of  the  lack  of  voting 
control  in  the  stock  being  purchased, 
just  as  with  any  IPO.'®®  In  both  the 
going  private  transaction  and 
subsequent  initial  public  offering,  the 
transactions  are  subject  to  market 
discipline.  In  light  of  these  arguments, 
the  Commission  agrees  that  the  above- 
cited  transaction  is  not 
disenfranchising.  * 

c.  Distress  Situations.  Several 
commenters  urged  the  Commission  to 
consider  the  effect  of  the  Rule  on 
companies  in  financial  distress.''*® 

These  commentators  questioned 
whether  an  arrangement  by  which  a 
party  infuses  capital  into  a  company  in 
flnancial  distress  in  exchange  for  voting 
control  or  super  voting  stock  would  be 
considered  disenfranchising  under  the 
Rule.  After  considering  the  arguments  of 
the  commentators,  the  Commission 
concludes  that  the  financial  distress 
situation  should  be  resolved  by  the 
individual  SROs  pursuant  to  their 
authority  to  adopt  exemptive  rules 
under  paragraph  (f)  of  the  Rule.  The 
SROs,  among  other  factors,  should 
evaluate  whether  the  proposed 
recapitalization  is  part  of  a  plan  to 
rescue  the  company. 

d.  Working  Control.  Another  related 
comment  questions  whether  the  Rule 
should  apply  to  companies  that  already 
have  substantial  insider  voting  control 
[e.g..  over  50%).  The  Commission 
recognizes  two  conflicting  concerns. 
First,  in  a  company  where  insiders  have 
substantial  control  (so-called  “working 
control”)  minority  shareholders  still 
should  have  a  right  to  be  protected  from 
further  disenfranchisement.  On  the  other 
hand,  if  minority  shareholders  have  little 
or  no  existing  control  vis-a-vis  a 
majority  control  group,  the  Rule’s 
protection  will  not  necessarily  benefit 
the  minority  shareholders.  Nevertheless, 
the  Commission  believes  it  would  be 
difficult  and  arbitrary,  prior  to  the  Rule’s 
promulgation,  to  set  a  specific  exception 
under  the  Rule  based  on  the  percentage 
of  insider  control. 

e.  Board  Composition.  Some 
commentators  have  raised  questions 


See  Gilson  comment,  supra  note  25,  at  3-4. 

The  same  analysis  would  apply  to  a  partial 
tender  offer  for  cash,  which,  by  itself,  would  not  be 
disenfranchising  under  the  Rule. 

'<0  See  letter  from  D.N.  Maytum,  Secretary. 
Chevron  Corporation,  to  Jonathan  G.  Katz, 
Secretary.  SEC,  dated  August  3. 1^7;  letter  from 
Mudge,  Rose,  Guthrie,  Alexander  and  Ferdon 
(counsel  to  Western  Union)  to  Jonathan  G.  Katz, 
Secretary.  SEC.  dated  August  7. 1987. 


concerning  specific  voting  provisions  in 
regard  to  board  elections.  'The 
Commission  notes  that  these  provisions 
will  be  considered  disenfranchising  only 
if  they  restrict  the  voting  rights  of  a  class 
or  classes  of  stock.  For  example,  a 
recapitalization  that  creates  two  classes 
of  stock,  each  having  one  vote  per  share, 
in  which  one  class  elects  a  percentage  of 
the  board  disproportionate  to  its  equity 
interest,  would  be  violative  of  the  Rule. 
In  contrast,  staggered  board  elections  or 
cumulative  voting  provisions  would  not 
disenfranchise  holders  of  a  class  or 
classes  of  stock  and  therefore  would  not 
violate  the  Rule. 

f.  Limited  Partnerships. 

Commentators  also  have  raised 
concerns  over  whether  the 
reorganization  of  a  company  to  a  limited 
partnership  form  would  be  considered  a 
transaction  that  disparately  reduces  the 
voting  rights  of  the  holders  of  the 
common  stock  in  violation  of  Rule  19c- 
4.'^'  There  are  fundamental  tax  reasons 
for  a  corporation  to  choose  to 
recapitalize  to  a  limited  partnership 
form.  According  to  applicable  Treasury 
Regulations,  however,  a  limited 
partnership  will  be  taxed  as  a 
corporation  if  it  possesses  more 
corporate  than  non-corporate 
characteristics.'^®  Accordingly,  most 
limited  partnerships  do  not  provide  the 
limited  partners  with  the  right  to  vote 
except  in  very  limited  circumstances. 
Thus,  a  switch  from  corporate  to 
partnership  form  necessarily  would 
reduce  voting  rights  of  existing 
shareholders.  Such  a  switch,  however, 
goes  far  beyond  voting  rights  and 
substantially  changes  the  nature  of  the 
investment,  as  opposed  to  the  mere 
adoption  of  a  disparate  voting  rights 
structure.  Accordingly,  the  Commission 
believes  that  so  long  as  a  corporation 
has  a  bona  fide  business  reason  for 
transferring  to  a  limited  partnership 
form,  other  than  to  reduce  the  voting 
rights  of  existing  shareholders,  it  should 
be  a  permitted  transaction  under  Rule 
19c-4.'*s 

g.  Cure.  Finally,  in  the  Proposing 
Release  the  Commission  specifically 
solicited  comment  on  whether 
companies  delisted  due  to  Rule  19c-4 
should  be  permitted  to  “cure”  the 
disenfranchisement  and  re-establish  a 
trading  market  in  a  national  securities 
exchange  or  association  after  a  certain 
period  of  time.  Commentators 


See  Business  Roundtable  comment,  supra 
note  50.  at  30-31. 

See  Treas.  Reg.  §  301.7701-2. 

'**  We  note  that,  in  recognition  of  the  fact  that 
limited  partners  generally  do  not  have  the  right  to 
vote,  the  NYSE  historically  has  not  applied  its  one 
share,  one  vote  rule  to  master  limited  partnerships. 


addressing  this  question  indicated  that  a 
cure  should  be  anywhere  from  one  year 
to  at  least  seven  years  after  the 
prohibited  action.'**  The  Commission 
has  decided  not  to  place  a  specific 
“cure”  period  in  the  Rule.  Instead,  the 
Commission  will  consider  proposed  rule 
changes  by  the  SROs  that  would  permit 
issuers  to  “cure”  the  defect  and  re¬ 
establish  a  public  trading  market. 

Factors  the  SROs  should  consider  in 
deciding  whether  to  propose  such  a  rule 
change  would  include  the  length  of  time 
since  the  disenfranchising  action,  the 
proposed  cure,  the  purpose  and  use  of 
the  recapitalization  while  it  was  in 
place,  and  any  other  circumstances  that 
would  be  relevant  to  permit  a  company 
to  relist  on  an  exchange  or  be 
reauthorized  by  an  association. 

h.  Other  Situations.  Aside  from  the 
situations  discussed  above,  there  are 
likely  to  be  further  requests  for 
clarification  or  interpretation  of  the 
Rule’s  coverage.  For  example,  the  Rule 
is  drafted  expressly  to  permit  certain 
disparate  stock  issuances  in  registered 
public  offerings.  Some  public  offerings 
need  not  be  registered  with  the 
Commission  [e.g.,  offerings  of  securities 
exempt  under  sections  (3)(a)(10)  and 
3(a)(ll)  of  the  Securities  Act  of  1933). 
Rather  than  address  this  situation  in  this 
Release,  the  Commission  will  rely  upon 
the  SROs’  implementation  of  the  Rule  to 
provide  further  guidance. 

C.  Commission  Authority  to  Adopt  Rule 
19C-4 

The  Commission  believes  that,  in 
adopting  Rule  19c-4,  it  has  met  the 
statutory  standards  necessary  to  add  to 
the  rules  of  an  SRO  as  set  forth  under 
section  19(c)  of  the  Act.  Although 
commentators  continue  to  question  the 
authority  of  the  Commission  to  amend 
SRO  listing  standards  pursuant  to  its 
19(c)  authority,'*®  the  Commission  has 


See  letter  from  Alice  E.  Hennessey.  Senior 
Vice  President,  Boise  Cascade  Corporation,  to 
Jonathan  G.  Katz,  Secretary,  SEC.  dated  July  14, 

1987  (no  more  than  1  or  2  years);  FAF  comment 
supra  note  39.  at  2  (7  years  at  least). 

The  commentators  critical  of  the 
Commission's  authority  to  promulgate  Rule  19c-4 
generally  fall  within  two  main  categories.  First,  they 
argue  that  Congress  never  intended  the  Commission 
to  have  rulemaking  authority  under  Section  19(c)  of 
the  Act  to  modify  exchange  listing  standards  to 
impose  corporate  governance  requirements  on 
issuers.  Second,  they  argue  that,  even  if  the 
Commission  does  have  19(c)  authority  to 
promulgate  listing  standards.  Rule  19c-4  cannot  be 
JustiHed  as  necessary  or  appropriate  in  furtherance 
of  the  Act.  as  required  to  adopt  a  rule  under  section 
19(c).  See  text  accompanying  notes  23  to  68  supra 
(summarizing  comments)  and  145  to  160  infra 
(discussing  Commission  authority). 
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concluded  that  Rule  19c-4  is  consistent 
with  the  Act  and  in  furtherance  of  the 
objectives  of  sections  6,  llA,  14, 15A, 
and  19  of  the  Act,  in  that  it  will  protect 
against  shareholder  disenfranchisement 
and  increase  investor  confidence  in  the 
securities  markets  in  the  United  States. 
Moreover,  the  Commission,  in  crafting 
the  Rule,  sought  to  minimize  the  Rule’s 
impact  on  areas  traditionally  subject  to 
state  regulation.**® 

1.  Listing  Standards  Are  Rules  Subject 
to  the  Commission’s  Section  19(c) 
Authority 

Section  19(c)  of  the  Act  grants  the 
Commission  authority  to  amend  “the 
rules  of  a  self-regulatory  organization 
*  *  *  as  the  Commission  deems 
necessary  or  appropriate  *  *  *  in 
furtherance  of  the  purposes  of  (the 
Act).”  **’  The  term  “rule”  is  defined  in 
section  3(a)(27)  to  include  “stated 
policies,  practices,  and  interpretations  of 
such  (exchanges  or  associations)  as  the 
Commission,  by  rule,  may  determine  to 
be  necessary  or  appropriate  in  the 
public  interest  or  for  the  protection  of 
investors  to  be  deemed  to  be  rules  of 
such  (exchange  or  association).’’  ***  The 
Commission  has  defined  the  terms 
“stated  policies,  practices  or 
interpretations”  to  include  “any 
statement  *  *  *  that  establishes  or 
changes  any  standard,  limit  or  guideline 
with  respect  to  (i)  the  rights,  obligations 
or  privileges  of  specified  persons,  or 
‘  *  *  persons  associated  with 
specified  persons.”  **®  “Specified 
persons”  has  been  defined  to  include 
“all  participants  in  or  persons  having  or 
seeking  access  to  facilities  of 
(exchanges  or  associations).”  *®°  Listing 
standards  and  eligibility  criteria  are 
statements  establishing  standards  or 
guidelines  regarding  the  obligations  and 
privileges  of  issuers  seeking  access  to 
the  exchanges  and  NASDAQ  markets. 
Thus,  the  listing  requirements  of  the 
exchanges  and  NASDAQ  eligibility 
criteria  clearly  are  “rules”  that  the 
Commission  may  amend  under  section 
19(c)  of  the  Act.  *  ®  * 


>♦«  See  note  84  supra. 

15  U.S.C.  78s(c). 

15  U.S.C.  78c(a)(27). 

’•*»  17  CFR  240.19b-4. 

Securities  Exchange  Act  Release  No.  11604 
(August  19, 1975)  (adopting  Rule  19b-4). 

Further,  revisions  to  exchange  listing  and 
NASDAQ  eligibility  criteria  routinely  have  been 
submitted  to  the  Commission  for  review  and 
approval  under  section  19  of  the  Act  without 
substantial  comment  regarding  Commission 
authority.  See,  e.g.,  letter  from  James  ].  O’Neill, 
Assistant  Vice  President,  Amex,  to  Irving  Pollack, 
Director,  Division  of  Trading  and  Markets,  dated 
July  21, 1972  (filing  with  the  Commission  the  Amex 
policy  prohibiting  the  listing  of  non-voting  common 
stock);  Securities  Exchange  Act  Release  No.  13346 


Although  listing  standards  are  SRO 
rules;  one  commentator  argued  that  they 
operate  not  pursuant  to  self-regulatory 
authority  derived  “by  virtue  of  any 
authority  conferred  by  (the  Act),”  but  as 
a  private  contract  between  the  SRO  and 
the  listed  company.*®*  That 
commentator  argued  that  the  scope  of 
Commission  review  and  amendment 
authority  over  SRO  listing  standards 
under  section  19  is  limited  to  the 
standard  of  unfair  discrimination 
against  issuers  in  section  6(b)(5),  and  for 
impact  upon  the  SROs  and  their  markets 
not  in  accordance  with  the  standards 
concerning  these  markets,  such  as  unfair 
competition  between  markets.  The 
Commission  disagrees  with  this 
analysis.  The  language  of  section  19(c) 
does  not  suggest  that  the  scope  of 
Commission  jurisdiction  over  SRO  rules 
varies  depending  on  the  type  or  content 
of  the  SRO  rule  involved.*®®  Rather,  the 
rulemaking  authority  over  SRO  rules 
provided  in  section  19(c)  explicitly 
extends  to  all  purposes  of  the  Exchange 
Act  without  limitation. 

The  legislative  history  of  section  19(c) 
further  supports  the  Commission’s 
authority  to  amend  any  listing  standard 
or  eligibility  criterion  of  the  SROs  if  it 
furthers  the  objectives  of  the  Act.  Prior 
to  the  1975  Amendments  to  the  Act, 
section  19(b)  identified  specified  types 
of  exchange  rules  as  illustrative  of  the 
type  of  rules  that  the  Commission  was 
authorized  to  alter  or  supplement. 
Exchange  listing  and  delisting  standards 
were  among  the  types  of  rules  so 
identified.  In  the  1975  Amendments, 
however.  Congress  did  not  follow  the 
pattern  established  in  original  section 
19(b).  Instead,  the  Committee  Report 
accompanying  the  Senate  version  of  the 
1975  Amendments  indicated  that  the 
broad  language  of  section  19(c)  was 
intended  to  provide  the  Commission 
with  “authority  to  amend  [SRO]  rules  in 
any  manner  in  furtherance  of  the 
objectives  of  the  Exchange  Act.”  *®* 


(March  9, 1976)  (approving  NYSE  audit  committee 
listing  requirements);  Securities  Exchange  Act 
Release  No.  22894  (February  11. 1986)  51  FR  6056 
(amending  Schedule  D  of  the  NASD's  By-Laws  to 
conform  maintenance  criteria  for  those  companies 
in  NASDAQ/NMS  Designation  Plans). 

***  See  ABA  comment,  supra  note  50,  at  12-13. 

'“See  Aaron  v.  SEC.  446  U.S.  680,  700  (1980)  ("in 
the  absence  of  a  reasonably  plain  meaning  and 
legislative  history,  the  words  of  the  statute  must 
prevail");  Ernst  and  Ernst  v.  Hochfielder,  425  U.S. 
185.  201  (1976)  ("the  language  of  a  statute  controls 
when  sufficiently  clear  in  its  context"). 

Senate  Comm,  on  Banking,  Housing  &  Urb. 
AfFs.,  Report  to  Accompany  S.  249:  Securities  Acts 
Amendments  of  1975  S.  Rep.  No.  75,  94th  Cong.,  Ist 
Sess.  131  (1975)  (“Senate  Report”).  We  note  that,  by 
providing  the  Commission  with  such  broad 
authority  over  exchange  rules  in  both  sections  19(b) 
and  19(c),  Congress  can  be  viewed  as  having 
confirmed  the  Commission's  practice  of  reviewing 


Accordingly,  because  listing  standards 
are  rules  of  an  SRO,  as  defined  under 
the  Act,  and  because  such  listing 
standards  were  recognized  SRO  rules 
when  Congress  conferred  upon  the 
Commission  authority  to  amend  such 
rules.  Congress  presumably  intended  the 
Commission  to  have  the  authority  under 
section  19(c)  to  amend  such  rules  if  such 
an  amendment  is  necessary  or 
appropriate  in  furtherance  of  the 
purposes  of  the  Act. 

Other  commentators  argued  that  the 
SROs’  lack  of  enforcement  authority 
over  issuers  negates  any  Commission 
authority  to  require  the  SROs  to  impose 
rules  affecting  issuers.*®®  These 
commentators  suggested  that  SROs  are 
not  obligated  to  enforce  listing 
standards  against  issuers  because 
section  19(g)  of  the  Act  *®®  requires  that 
an  SRO  enforce  compliance  with  its 
rules  only  by  its  members  or  their 
associated  persons,  and  section  19(h)  of 
the  Act  does  not  authorize  the 
Commission  to  discipline  an  SRO  for 
failing  to  enforce  compliance  with  its 
rules  by  issuers.*®’  These  commentators 
argued  that  it  would  be  meaningless  for 
the  Commission  to  impose  upon  SROs  a 
rule  that  they  were  not  required  to 
enforce. 

This  argument  ignores  two  basic 
points.  First,  exchanges  do  not  require 
specific  enforcement  authority  against 
issuers  to  enforce  their  listing  standards; 


exchange  listing  standards,  both  qualitative  and 
quantitative.  Both  prior  and  subsequent  to  the  1975 
Amendments,  the  Commission  has  reviewed  listing 
standards  concerning  shareholder  suffrage  and 
other  so-called  "corporate  governance”  matters  in 
proposed  rule  filings  submitted  by  the  SROs. 

For  example,  in  1974  the  Amex  filed  a  proposed 
change  in  its  listing  standards  for  foreign  companies 
that  would  have  reduced  public  share  distribution 
requirements  and  eliminated  the  requirements  of 
annual  reports,  voting  common  stock,  and  outside 
directors  for  these  issues.  The  Commission  decided 
to  grant  a  hearing  to  determine  whether  to 
disapprove  the  rule  change  under  Section  19(b)  in 
part  in  response  to  concerns  regarding  the  changes 
in  voting  rights.  The  Amex  ultimately  withdrew  its 
proposal.  See  letter  from  Bernard  Maas,  Vice 
President.  Amex,  to  Sheldon  Rappaport,  Associate 
Director,  Division  of  Market  Regulation,  SEC,  dated 
January  2. 1974.  Senator  Harrison  Williams,  a 
principal  architect  of  the  1975  Amendments,  clearly 
was  aware  of  the  Commission's  activity  in  the 
listing  standards  area.  In  March  1974,  he  submitted 
a  letter  to  the  Commission  arguing  that  the 
Commission  should  "disapprove”  the  Amex  rule 
Filing.  Letter  from  Harrison  Williams,  U.S.  Senator, 
to  Ray  Garrett,  Jr.,  Chairman.  SEC.  dated  March  22, 
1974. 

See  also,  letter  from  Paul  Kolton,  Chairman, 
Amex,  to  Ronald  Hunt,  Secretary,  SEC,  dated  July 
20, 1973  (requesting  the  Commission  to  review, 
pursuant  to  Sections  6  and  19  of  the  Act,  an  NYSE 
listing  standard  rule  change). 

See,  e.g.,  Carter-Wallace  comment,  supra  note 
65,  at  33-35. 

15  U.S.C.  78s(g). 

15  U.S.C.  78s(h). 
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they  need  only  deny  listing  to  securities 
not  meeting  those  standards.  Moreover, 
section  19(h)  of  the  Act  authorizes  the 
Commission  to  bring  an  enforcement 
action  against  any  SRO  that  fails  to 
comply  with  its  own  rules.  Therefore, 
failure  by  an  SRO  to  apply  its  listing 
standards,  or  action  by  an  SRO  to 
enforce  them  in  a  manner  inconsistent 
with  its  rules,  would  subject  the  SRO  to 
discipline  by  the  Commission.  Further, 
notwithstanding  the  enforcement 
responsibilities  of  SROs  vis-a-vis 
issuers,  the  SROs,  as  a  condition  of  their 
registration,  must  have  the  “capacity  to 
be  able  to  carry  out  the  purposes  of  [the 
Act].”  Accordingly,  the  Commission 
continues  to  believe  that  sections  19  (g) 
and  (h)  provide  no  basis  for  ignoring  the 
clear  language  of  section  19(c).*®® 

2.  Rule  19c-4  is  Necessary  or 
Appropriate  in  Furtherance  of  the 
Purpose  of  the  Act 

The  Commission’s  concerns  regarding 
the  adoption  of  certain  disparate  voting 
rights  plans  arise  because  such  plans 
can  deprive  existing  shareholders  of 
their  voting  rights  in  a  coercive  or 
involuntary  manner.  If  the  removal  or 
limitation  of  voting  rights  or  the  creation 
of  dual  class  stock  is  not  subject  to  the 
discipline  of  the  marketplace  [e.g.,  in  the 
case  of  a  public  offering),  existing 
shareholders  can  be  disenfranchised  of 
their  right  to  have  an  impact  on  any 
future  corporate  decisions,  as  well  as 
potentially  their  right  to  receive  a 
control  premium  from  a  tender  offer. 
When  shareholders  purchase  a  security, 
they  do  so  with  the  reasonable 
expectation  that  they  and  their 
successors  will  retain  their  voting  rights 
until  they  choose  to  relinquish  them  in  a 
transaction  subject  to  market  discipline. 


*»»  15  U.S.C.  78f(b)(l),  78o-3(b){2).  See  text 
accompanying  notes  160  to  180  infra  (discussing 
purposes  furthered  by  promulgation  of  Rule  19c-4). 
We  also  note  that  Congress  added  the  requirement 
that  SROs  comply  with  their  own  rules  when  it 
deleted  the  issuer  enforcement  requirement.  The 
inference  from  this  action  is  that  Congress  sought  to 
ensure  that  SRO’s  own  rules  regarding  issuers 
would  be  followed  even  absent  a  direct  obligation. 

'*•  As  a  practical  matter,  the  different  treatment 
of  issuers  can  be  easily  explained.  SROs  can  Fine, 
censure  or  expel  from  membership  their  members 
and  the  associated  persons  of  such  members.  In 
contrast,  SROs,  as  a  practical  matter,  only  may 
delist  their  issuers,  they  may  not  fine  or  censure 
issuers  listed  on  their  markets.  Accordingly,  the 
statute  recognizes  that,  apart  from  following  their 
listing  standards,  SROs  are  not  expected,  under 
Section  19(g)  of  the  Act,  "to  enforce  compliance" 
[i.e.,  issue  fines  or  censures)  against  their  issuers. 
Compare  sections  6(b)(6)  and  15A(b)(7)  of  the  Act 
(IS  U.S.C.  78f(b)(6),  78o-3(b)(7))  (authorizir^ 
expulsion,  suspension,  limitations  on  activities, 
fines  and  censure  of  members  and  persons 
associated  with  members)  with  section  12(d)  of  the 
Act  (authorizing  a  security  to  “be  withdrawn  or 
stricken  from  listing  and  registration  in  accordance 
with  the  rules  of  the  exchange"). 


The  Commission  is  concerned  that 
disenfranchisement,  by  overturning 
these  expectations,  may  result  in 
diminishing  investor  confidence  in  the 
securities  markets. 

Based  on  the  above,  as  well  as  the 
analysis  contained  in  this  order,  the 
Commission  believes  that  it  is  necessary 
in  furtherance  of  the  purposes  of 
sections  6,  llA,  14. 15A  and  23  of  the 
Act,  to  protect  investors  and  the  public 
interest  from  disparate  voting  rights 
plans  that  disenfranchise  existing 
shareholders.  Even,  however,  if  the 
Commission  could  not  make  the 
determination  that  the  Rule  is  necessary 
in  furtherance  of  the  Act,  based  upon 
the  analysis  contained  in  this  order,  we 
clearly  find  the  Rule  appropriate  in 
furtherance  of  the  purposes  of  the 
Act.*®** 

The  Commission  believes  that  Rule 
19C-4  furthers  the  purposes  of  sections 
14  (a)  and  (b)  of  the  Act,  which  are 
intended  to  ensure  fair  shareholder 
suffrage.*®*  Certain  commentators 
argued  that  the  Commission  can  protect 
fair  shareholder  suffrage  only  through 
regulation  of  the  proxy  process.  Under 
this  view,  when  enacting  section  14, 
Congress’  sole  concern  was  the 
solicitation  of  proxies  and  not 
shareholder  voting  rights.*®®  The 
Commission  believes  that  the  concerns 
of  Congress  in  enacting  Section  14  were 
broader.  The  1934  House  Report  on  the 
proposed  Securities  Exchange  Bill 
describes  the  broad  purpose  of  section 
14(a): 

Inasmuch  as  only  the  exchanges  make  it 
possible  for  securities  to  be  widely 
distributed  among  the  investing  public,  it 
follows  as  a  corollary  that  the  use  of  the 
exchanges  should  involve  a  corresponding 
duty  of  according  shareholders  fair 
suffrage.*®* 

The  widespread  implementation  of 
disparate  corporate  voting  structures 
would  render  meaningless  the  purposes 
underlying  Section  14(a).  Moreover,  it  is 
not  surprising  that  Congress  did  not 
attempt  to  regulate  shareholder  voting 
rights  directly.  Congress’  assumption 
that  securities  holders  possessed 
effective  voting  power  was  based  on  the 
NYSE’s  existing  and  widely  publicized 


'*®  Section  19(c)  of  the  Act  allows  the 
Commission  to  amend  SRO  rules  as  it  deems 
necessary  or  appropriate. 

‘*>15U.S.C.78n(a).  (b). 

***  See  ABA  comment,  supra  note  50.  at  16-18. 

*«»  H.R.  Rep.  1383,  73d  Cong.  2d  Sess.  14  (1934). 
See  also  L  Loss.  Fundamentals  of  Securities 
Regulation.  452-453  (2d  ed.  1988).  Professor  Loss 
noted  that  the  Commission's  power  under  section 
14(a)  is  not  limited  to  requiring  disclosure,  and  that 
the  statutory  language  of  the  Section  is  more 
general  than  the  language  under  the  specific 
disclosure  philosophy  of  the  Securities  Act  of  1933. 


policy  against  listing  non-voting  and 
lower  voting  common  stock.  In  light  of 
the  NYSE’s  position  as  the  principal 
national  securities  market.  Congress 
was  able  to  base  its  statutory  scheme  on 
existing  protections  against  disparate 
voting  structures. 

Section  14(a)  contains  an  implicit 
assumption  that  shareholders  will  be 
able  to  make  use  of  the  information 
provided  in  proxy  solicitations  in  order 
to  vote  in  corporate  elections.  This  is 
supported  by  the  legislative  history  of 
section  14(a),  which  states,  "[f]air 
corporate  suffrage  is  an  important  right 
that  should  attach  to  every  equity 
security  bought  on  a  public 
exchange.”  *®®  Accordingly,  with  Rule 
19c-4,  the  rules  of  the  SROs  will  further 
the  shareholder  suffrage  policy  reflected 
in  the  section  14(a)  proxy  requirements 
by  preventing  the  disenfranchisement  of 
existing  shareholders  through 
transactions  that  are  not  fully  subject  to 
market  discipline.  Indeed,  the 
disenfranchisement  of  shareholders 
could  render  ineffective  the  proxy 
protections  embodied  in  section  14.*®* 
Other  commentators  argued  that  any 
assumption  by  the  Commission  that  the 
scope  of  section  14(a)  extends  beyond 
the  proxy  process  is  undercut  by  the 
failure  of  the  1964  amendments  to  the 
Act  to  extend  voting  rights  standards  to 
over-the-counter  (“OTC”)  securities  and 
by  the  existence  of  listing  standards  on 
the  Amex  that  permitted  disparate 
voting  rights  plans  at  the  time  of  the 
1975  Amendments.*®® 

The  Commission  is  not  persuaded  that 
Congress  was  unconcerned  with 
shareholder  suffrage  when  it  applied 
section  14  to  the  OTC  market  without 
specifically  addressing  the  absence  of 
voting  rights  standards  in  that  market. 
The  Senate  Report  in  the  1964 
amendments  noted  that  “[t]he  purpose 
of  the  section  (Section  14)  and  the 
Commission  rules  thereunder  is  to 
provide  shareholders  with  an 
opportunity  to  exercise  their  corporate 
franchise  on  the  basis  of  accurate  and 
adequate  information.”  *®’  Although  the 


H.R.  Rep.  No.  1383,  supra  note  163,  at  13. 

Moreover,  in  adopting  section  14(b)  of  the  Act. 
Congress  sought  to  facilitate  effective  voting  by 
beneficial  shareholders  in  corporate  elections,  in 
part  to  reduce  management  dominance  of  elections 
through  obtaining  blank  proxies  from  brokers  and 
other  custodial  holders  of  securities.  Section  14(b) 
provided  the  Commission  with  extensive 
rulemaking  authority  with  respect  to  proxies  on 
securities  carried  for  customers.  See  Stock 
Exchange  Practices:  Hearings  before  the  Senate 
Comm,  on  Banking  S'  Currency,  73rd  Cong.,  1st 
Sess..  6677,  7711-12  (1934). 

*'*  See,  e.g.,  ACC  comment,  supra  note  60.  at  3. 

'*■'  See  S.  Rep.  No.  379,  88th  Cong.,  1st  Sess.  7 
(1963). 
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legislative  history  to  the  1964 
amendments  is  not  more  explicit 
regarding  shareholders  suffrage,  we 
believe  that  the  commentators’ 
argument  assumes  too  much  from 
congressional  silence.**®  Until  recent 
concerns  over  tender  offer  defensive 
tactics,  relatively  few  companies  had 
disparate  voting  stock.  Moreover,  those 
companies  that  did  have  such  structures 
generally  were  family  controlled  and 
had  maintained  their  voting  structure  for 
some  time.  It  would  be  wrong  to 
construe  Congressional  inattentiveness 
to  this  issue  in  1964  as  a  determination 
that  the  Commission  did  not  have 
authority  to  address,  through  a  section 
19(c]  proceeding,  the  dramatic  increase 
in  disenfranchising  recapitalizations. 

The  Commission  also  notes  that  initially 
the  Act  focused  on  exchange-listed 
securities  because,  as  noted  above. 
Congress  believed  that  only  the 
exchanges  made  it  possible  for 
securities  to  be  widely  distributed 
among  the  investing  public.  Not  until  the 
1970s  and  1980s,  with  the  emergence  of 
NASDAQ,  coupled  with  the  increased 
incidence  of  hostile  takeovers,  did  the 
question  of  NASDAQ  eligibility  criteria 
concerning  voting  rights  take  on 
significance.  In  light  of  the  foregoing,  the 
Commission  views  proposed  Rule  19c-4 
as  furthering  the  regulatory  framework 
which  underlies  the  enactment  of 
section  14. 

This  conclusion  is  still  valid  despite 
the  enactment  of  the  1975  Amendments 
at  a  time  when  the  Amex  had  a  policy 
permitting  disparate  voting  rights  stock. 
Unlike  the  Act,  which  was  meant  to 
create  a  new  system  “for  the  regulation 
of  securities  exchanges  and  of  over-the- 
counter  markets,  (and)  to  prevent 
inequitable  and  unfair  practices  on  such 
exchanges  and  markets,”  ‘®®  the  1975 
Amendments  were  intended  primarily  to 
address  trading  market  problems  that 
had  developed  in  the  1960s  and 
1970s. **°  Without  more  concrete 

The  Special  Study  of  the  Securities  Markets  of 
the  Securities  and  Exchange  Commission  ("Special 
Study")  found  that  securities  traded  OTC  were  more 
heterogeneous  than  those  traded  on  the  exchanges 
and  strongly  urged  further  study  of  those  markets. 

H.  Doc.  No.  95.  Pt.  2, 88th  Cong.,  1st  Sess.  Chapter 
VIII  at  814,  Chapter  XII  at  568  (1963).  It  is.  therefore, 
just  as  plausible  to  conclude  that  Congressional 
uncertainty  over  the  functioning  of  these  markets 
caused  legislative  silence  on  voting  rights,  instead 
of  a  purported  Congressional  determination  that 
voting  rights  were  unimportant  for  the  purposes  of 
section  14. 

Conference  Report  to  Accompany  H.R.  9323, 
78th  Cong.,  2d  Sess.,  35  (1934). 

■’v  See,  e.g.,  H.R.  Rep.  No.  229, 94th  Cong.,  Ist 
Sess.  92, 97, 191, 107  (1975)  ("House  Report”). 


evidence  in  the  legislative  history,  and 
in  light  of  the  continued  absence  of  any 
dramatic  expansion  of  the  number  of 
issuers  with  disparate  voting  stock  by 
1975,  it  is  not  credible  to  imply  from 
Congressional  silence  the  approval  of 
the  disparate  voting  policy  of  the  Amex. 
Again,  in  contrast,  the  legislative  history 
of  the  original  enactment  of  the  Act 
provides  ample  evidence  of 
Congressional  interest  in  corporate 
suffrage  issues. 

In  addition  to  furthering  the  purposes 
of  Section  14,  Rule  19c-4  will  enhance 
the  ability  of  the  exchanges  and  the 
NASD  to  fulfill  their  responsibility  under 
sections  6(b)(5)  and  15A(b)(6)  of  the  Act 
to  ensure  that  their  rules  protect 
investors  and  the  public  interest.*’*  The 
Commission  believes  the  term  “public 
interest”  should  be  interpreted  in  a 
manner  which  reinforces  the  policies 
implicit  in  the  Act.  Accordingly,  it  is 
appropriate  for  the  Commission  to 
amend  exchange  rules  to  address 
disenfranchising  transactions,  as  such 
transactions  make  hollow  the 
substantive  proxy  protections  contained 
in  Section  14  and  frustrate  the 
reasonable  expectations  of  investors  as 
to  their  voting  rights. 

Rule  19c-4  has  been  drafted  carefully 
to  identify  only  those  situations  in 
which  shareholders  would  be 
disenfranchised.*’®  As  discussed  above, 
the  Rule  protects  investors  from 
disparate  voting  rights  plans  that  result 
in  disenfranchisement,  thereby 
eliminating  a  shareholder's  right  to  have 
any  effect  on  future  corporate  decisions 
through  transactions  that  are  not  fully 
subject  to  market  discipline.  At  the 
same  time,  however,  the  Rule  is  crafted 
to  permit  disparate  voting  rights  plans 
that  do  not  disenfranchise  existing 
shareholders  and  assure  that  the 
creation  of  shares  with  lesser  voting 
rights  is  subject  to  market  discipline. 

Finally,  the  Commission  notes  that  the 
1975  Amendments  added  Section  llA  to 
the  Act  to  “facilitate  the  establishment 
of  a  national  market  system  for 
securities.”  *’®  Section  11 A  of  the  Act 
directs  the  Commission  to  “use  its 
authority  *  *  *  to  carry  out  the 
objectives  (of  Section  llA  and)  by 
rule  *  *  *  designate  the  securities  or 
classes  of  securities  qualified  for  trading 
in  the  national  market  system.”  *’* 

‘”15  U.S.C.  78f(6)(5).  78o-3(b)(6). 

We  note  that  the  SROs  will  be  able  to  exclude 
from  the  Rule's  coverage  any  non-disenfranchising 
transactions.  Accordingly,  the  Rule's  focus  is 
related  directly  to  the  protection  of  investors  and 
the  public  interest. 

See  S.  Rep.  No.  75,  supra  note  154,  at  101. 

•”  15  U.S.C.  78k-l(a)(2). 


Section  llA(a)(l)  enumerates  several 
statutory  objectives  including  the 
maintenance  of  “fair  competition  among 
brokers  and  dealers,  among  exchange 
markets,  and  between  exchange 
markets  and  [other]  markets  *  *  *.””5 
Congress  intended  that  the  rules 
promulgated  under  Section  llA  ensure 
that  “equal  regulation”  would  be 
achieved  within  a  national  market 
system  regarding  the  markets  for 
securities  qualiHed  for  national  market 
system  trading,  as  well  as  dealers, 
exchange  members  and  brokers.*’® 
Congress  has  stated  that  “equal 
regulation”  means  “persons  enjoying 
similar  privileges,  performing  similar 
functions  and  having  the  potential  for 
similar  market  impact  are  treated 
equally,”  *”  While  that  statement  was 
made  in  the  context  of  a  discussion  of 
market  makers,  the  concept  ultimately 
was  “intended  to  guide  the  Commission 
in  its  oversight  and  regulation  of  the 
trading  markets  and  the  conduct  of  the 
securities  industry.”  *’*  Further, 
Congress  viewed  the  Commission’s 
power  to  designate  securities  qualified 
for  trading  in  the  national  market 
system  as  an  important  tool  in 
achieving,  among  other  things,  a  market 
characterized  by  “fair  competition.”  In 
discussing  the  concept  of  equal 
regulation.  Congress  stated  that  if  the 
Commission  decides  that  “any  disparity 
in  regulation  *  *  *  permits  an  unfair 
competitive  advantage,”  it  is  authorized 
to  modify  such  regulation.*’®  This 
passage  clearly  refers  to  unequal  SRO 
regulation,  because  the  Commission 
already  had  general  authority  to  modify 
its  own  regulations  in  this  manner. 

The  objectives  set  forth  under  section 
llA  are  relevant  to  all  SRO  rules. 
Although  the  1975  Amendments  did  not 
specifically  focus  on  voting  rights,  as  did 
the  original  promulgation  of  the  Act, 
there  is  no  evidence  that  Congress  in 
1975  intended  to  limit  the  Commission’s 
authority  to  ensure  equal  regulation  and 
fair  competition  among  markets.  The 
Commission  believes  that  a  minimum 
standard  regarding  disparate  voting 
rights  plans  for  all  markets  furthers  the 
equal  regulation  and  fair  competition 
requirements  embodied  in  section  llA. 
Over  the  past  several  years,  issuer 
recapitalizations  have  resulted  in  SROs 
attempting  to  compete  for  listings  by 
lowering  listing  standards  concerning 
shareholder  voting  rights.  It  is  clear  that 

15  U.S.C.  78k-l(a)(l)(C)(ii). 

*’*  House  Report  No.  229,  supra  note  170,  at  93- 
99. 

S.  Rep.  No.  75,  supra  note  154,  at  15. 

”*  Id.  at  94. 

"^Id. 
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despite  substantial  efforts,  the  SROs  are 
incapable  of  agreeing  on  minimum 
protections  for  shareholder  voting  rights 
for  their  listed  or  NASDAQ  eligible 
companies.  The  Commission  believes  a 
minimum  rule  would  further  the  section 
llA  objective  of  fair  competition  among 
SROs.»«° 

IV.  Conclusion 

In  consideration  of  the  above,  the 
Commission  has  decided  to  adopt  Rule 
19C-4.  The  Commission’s  public 
proceedings  in  connection  with  its 
consideration  of  proposed  Rule  19c-4 
have  been  extensive.  As  noted  above, 
the  Commission  has  received  and 
reviewed  over  1,100  comment  letters  in 
response  to  proposed  Rule  19c-4.  In 
addition,  the  Commission  has  held  two 
public  hearings  on  the  voting  rights 
issue,  one  directly  related  to  Rule  19c-4 
and  the  other  related  to  the  NYSE’s 
proposal  to  amend  its  one  share,  one 
vote  standard.  After  careful  review  of 
the  record,  the  Commission  believes 
Rule  19C-4  is  necessary  and  appropriate 
in  furtherance  of  the  Act,  and 
specifically  sections  6,  llA,  14, 15A  and 
19  of  the  Act.  These  sections,  among 
other  things,  embody  the  principles  of 
fair  corporate  suffrage,  equal  regulation, 
fair  competition,  and  the  protection  of 
investors  and  the  public  interest. 

When  the  shareholder  voting  rights 
issue  began  to  attract  attention  in  1984, 
the  overwhelming  majority  of  issuers 
listed  on  the  NYSE  and  Amex  or  quoted 
over  NASDAQ  did  not  have  a  disparate 
voting  rights  structure.*®*  Most  of  those 


'"“The  Commission  also  disagrees  with  tlie  ABA 
argument  that  the  Commission  can  only  consider  a 
rule's  impact  on  markets  and  the  competition  among 
markets  for  listing  securities  in  reviewing  proposed 
rule  changes  of  the  SROs  under  section  19(b),  and 
may  only  commence  19(c)  proceedings  to  amend  the 
rules  of  other  SROs  if  the  rule  would  result  in 
unequal  regulation  and  unfair  competition.  It 
appears  anomalous  to  claim  that  the  Commission 
can  use  its  section  19(b)  authority  to  prevent 
shareholder  disenfranchisement  if  an  SRO  submits 
a  rule  that  would  result  in  unfair  competition  and 
unequal  regulation,  but  that  it  does  not  have  the 
same  section  19(c)  authority  to  protect  directly 
investors  and  the  public  interest.  The  Commission 
also  disagrees  with  the  Business  Roundtable 
argument  that  Congress’  "delegation”  of  authority 
under  section  19(c)  to  regulate  matters  of  corporate 
governance  would  be  unconstitutional  under  the 
“nondelegation”  doctrine.  Rule  19c-4  is  not  intended 
to  regulate  corporate  governance,  but  to  protect  the 
voting  rights  of  shareholders.  This  is  consistent  with 
the  Commission's  mandate,  going  back  to  its 
creation  in  1934,  to  protect  investors  in  the  nation’s 
securities  markets. 

*  “  *  See  Seligman,  Equal  Protection  in 
Shareholder  Voting  Rights:  The  One  Share,  One 
Vote  Controversy,  54  G.W.  L.  Rev.  at  703-07.  In  his 
article.  Professor  Seligman  stressed  that  the  number 
of  corporations  contemplating  dual  class  structures 
had  been  insignificant  prior  to  1984  and  1985. 
Professor  Seligman  noted  that  through  1976,  there 
were  37  corporations  listed  on  the  Amex  with 
multiple  classes  of  stock.  By  1985,  this  number  had 


that  did  were  growth  companies  with 
substantial  family  or  insider  holdings.  In 
the  year  prior  to  the  Proposing  Release 
an  increasing  number  of  companies 
recapitalized  to  a  dual  class  structure. 
These  companies,  which 
disenfranchised  shareholders  to  convert 
to  a  dual  structure,  often  were  more 
established  companies  with  extensive 
public  ownership.*®®  If  Rule  19c-4  is  not 
adopted,  additional  companies  will 
disenfranchise  shareholders  in  order  to 
restructure  themselves  for  defensive 
purposes.  Such  disenfranchisement  of 
the  shareholders  of  American 
companies  would  injure  public  investors 
and  diminish  investor  confidence  in  the 
U.S.  securities  markets.  Rule  19c-4  will 
ensure  that  the  U.S.  securities  markets 
are  not  so  harmed. 

Rule  19C-4  prohibits  the  listing  on  a 
national  securities  exchange  or  the 
authorization  by  a  national  securities 
association  of  equity  securities  issued 
by  companies  that  issue  securities  or 
take  corporate  action  with  the  effect  of 
nullifying,  restricting,  or  disparately 
reducing  the  voting  rights  of  existing 
shareholders.  At  the  same  time,  Rule 
19c-4  permits  the  listing  and  trading  of 
securities  that  adopt  disparate  voting 
rights  plans  that  do  not  have  such  a 
disenfranchising  effort  on  the  voting 
rights  of  existing  shareholders.  This 
avoids  unduly  burdening  issuers  and 
allows  for  flexibility  in  devising  a 
corporation’s  capital  structure. 

The  Commission  believes  that  the 
Rule  provides  an  appropriate  balance 
between  the  concerns  of  those 
commentators  that  feared  Rule  19c-4 
would  infringe  on  corporate  capital 
structures  and  governance,  and  those 
commentators  that  support  a  rule  that 
would  prohibit  corporations  from 
adopting  disparate  voting  rights  plans 
that  diminish  or  eliminate  the  voting 
rights  of  existing  shareholders. 

P’orther,  the  Commission  is  convinced 
it  has  authority  to  adopt  Rule  19c-4. 


increased  to  approximately  60,  or  7%  of  the  78.5 
companies  listed  on  the  Amex.  In  addition,  there 
were  approximately  10  firms  listed  on  the  NYSE, 
and  110  of  the  4,101  companies  traded  on  NASDAQ, 
(2.7%),  which  had  two  classes  of  stock  in  1985. 
Accordingly,  Professor  Seligman  noted  that  there 
were  relatively  few  corporations  (170  of  the  4,886 
corporations  traded  on  the  Amex  and  NASDAQ) 
with  disproportionate  voting  rights  structures  listed 
on  the  exchanges  or  traded  on  NASDAQ  prior  to 
and  during  1985.  In  contrast,  the  Commission  notes 
that,  as  of  (une  1, 1988,  55  companies  listed  on  the 
NYSE,  117  companies  listed  on  the  Amex.  and  182 
companies  traded  on  NASDAQ  have  dual  class 
voting  structures. 

'**See,  e.g.,  OCE  Update,  which  found  more 
NYSE  companies  recapitalizing  with  less  insider 
holders  after  the  NYSE  imposed  its  moratorium  on 
its  one  share,  one  vote  rule. 


Concerns  by  issuers  that  the  Rule  would 
infringe  unduly  on  state  law  because  it 
could  be  interpreted  to  affect  state  anti¬ 
takeover  statutes  and  defensive  tactics 
such  as  poison  pills  are  ill-founded.  As 
discussed  above,  the  Commission  has 
made  clear  that  Rule  19c-4  is  not,  as  a 
general  matter,  designed  to  address 
specific  tender  offer  defensive  tactics 
that  may  be  adopted  by  issuers  but 
instead  is  intended  to  prevent 
disenfranchising  corporate  actions. 
Moreover,  the  Rule  would  exempt 
corporate  action  taken  pursuant  to 
mandatory  state  control  share 
acquisition  statutes.  Adoption  of  Rule 
19c-4  clearly  falls  within  the 
Commission’s  mandate  to  protect 
investors  and  the  public  interest  and 
ensure  fair  corporate  suffrage. 

Finally,  we  note  that  in  this  Release, 
the  Commission  has  attempted  to 
describe  the  Rule’s  coverage  and 
address  the  interpretive  issues  raised  by 
commentators.  We  believe  that  the 
Rule’s  standard  of  preventing  issuances 
or  actions  that  nullify,  restrict  or 
disparately  reduce  voting  rights  of 
existing  shareholders,  in  addition  to  the 
list  of  transactions  presumed  to  be 
permitted  or  prohibited,  should  provide 
sufficient  guidance  to  issuers.  To  the 
extent  new  structures  develop  that  raise 
questions  on  the  Rule’s  applicability,  we 
believe  the  SROs,  with  Commission 
oversight,  should  be  able  to  determine 
whether  a  given  transaction  is 
disenfranchising. 

V.  Availability  of  Final  Regulatory 
Flexibility  Analysis 

A  Final  Regulatory  Flexibility 
Analysis  in  accordance  with  the 
Regulatory  Flexibility  Act  regarding 
Rule  19C-4  has  been  prepared.  A 
summary  of  the  corresponding  Initial 
Regulatory  Flexibility  Analysis  was 
included  in  the  proposing  release. 
Members  of  the  public  who  wish  to 
obtain  a  copy  of  the  Final  Regulatory 
Flexibility  Analysis  should  contact 
Sharon  Itkin  in  the  Division  of  Market 
Regulation,  U.S.  Securities  and 
Exchange  Commission,  450  5th  Street, 
NW.,  Washington,  DC  20549. 

List  of  Subjects  in  17  CFR  Part  240 

Reporting  and  recordkeeping 
requirements,  securities. 

Text  of  the  Rule 

Title  17,  Chapter  II  of  the  Code  of 
Federal  Regulations  is  amended  as 
follows: 
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PART  240— GENERAL  RULES  AND 
REGULATIONS.  SECURITIES 
EXCHANGE  ACT  OF  1934 

1.  The  authority  citation  for  Part  240  is 
amended  by  adding  the  following 
citation: 

Authority:  Sec.  23, 48  Stat.  901,  as  amended 
(15  U.S.C.  78w)  *  *  *  §  240.19C-4  also  issued 
under  secs.  6,  llA,  14, 15A,  19  and  23  of  the 
Securities  Exchange  Act  of  1934  (15  U.S.C. 
78o-3,  and  78s). 

2.  By  adding  §  240.19c-4  as  follows: 

§  240.19C-4  Governing  certain  iisting  or 
authorization  determinations  by  national 
securities  exchanges  and  associations. 

(a)  The  rules  of  each  exchange  shall 
provide  as  follows:  No  rule,  stated 
policy,  practice,  or  interpretation  of  this 
exchange  shall  permit  the  listing,  or  the 
continuance  of  the  listing,  of  any 
common  stock  or  other  equity  security 
of  a  domestic  issuer,  if  the  issuer  of  such 
security  issues  any  class  of  security,  or 
takes  other  corporate  action,  with  the 
effect  of  nullifying,  restricting  or 
disparately  reducing  the  per  share 
voting  rights  of  holders  of  an 
outstanding  class  or  classes  of  common 
stock  of  such  issuer  registered  pursuant 
to  section  12  of  the  Act. 

(b)  The  rules  of  each  association  shall 
provide  as  follows:  No  rule,  stated 
policy,  practice,  or  interpretation  of  this 
association  shall  permit  the 
authorization  for  quotation  and/or 
transaction  reporting  through  an 
automated  inter-dealer  quotation  system 
(“authorization”),  or  the  continuance  of 
authorization,  of  any  common  stock  or 
other  equity  security  of  a  domestic 
issuer,  if  the  issuer  of  such  security 
issues  any  class  of  security,  or  takes 
other  corporate  action,  with  the  effect  of 
nullifying,  restricting,  or  disparately 
reducing  the  per  share  voting  rights  of 
holders  of  an  outstanding  class  or 
classes  of  common  stock  of  such  issuer 
registered  pursuant  to  section  12  of  the 
Act, 

(c)  For  the  purposes  of  paragraphs  (a) 
and  (b)  of  this  section,  the  following 
shall  be  presumed  to  have  the  effect  of 
nullifying,  restricting,  or  disparately 
reducing  the  per  share  voting  rights  of 
an  outstanding  class  or  classes  of 
common  stock: 

(1)  Corporate  action  to  impose  any 
restriction  on  the  voting  power  of  shares 
of  the  common  stock  of  the  issuer  held 
by  a  beneficial  or  record  holder  based 
on  the  number  of  shares  held  by  such 
beneficial  or  record  holder; 

(2)  Corporate  action  to  impose  any 
restriction  on  the  voting  power  of  shares 
of  the  common  stock  of  the  issuer  held 
by  a  beneHcial  or  record  holder  based 
on  the  length  of  time  such  shares  have 


been  held  by  such  beneficial  or  record 
holder; 

(3)  Any  issuance  of  securities  through 
an  exchange  offer  by  the  issuer  for 
shares  of  an  outstanding  class  of  the 
common  stock  of  the  issuer,  in  which  the 
securities  issued  have  voting  rights 
greater  than  or  less  than  the  per  share 
voting  rights  of  any  outstanding  class  of 
the  common  stock  of  the  issuer. 

(4)  Any  issuance  of  securities 
pursuant  to  a  stock  dividend,  or  any 
other  type  of  distribution  of  stock,  in 
which  the  securities  issued  have  voting 
rights  greater  than  the  per  share  voting 
rights  of  any  outstanding  class  of  the 
common  stock  of  the  issuer. 

(d)  For  the  purpose  of  paragraphs  (a) 
and  (b)  of  this  section,  the  following, 
standing  alone,  shall  be  presumed  not  to 
have  the  effect  of  nullifying,  restricting, 
or  disparately  reducing  the  per  share 
voting  rights  of  holders  of  an 
outstanding  class  or  classes  of  common 
stock: 

(1)  The  issuance  of  securities  pursuant 
to  an  initial  registered  public  offering; 

(2)  The  issuance  of  any  class  of 
securities,  through  a  registered  public 
offering,  with  voting  rights  not  greater 
than  the  per  share  voting  rights  of  any 
outstanding  class  of  the  common  stock 
of  the  issuer, 

(3)  The  issuance  of  any  class  of 
securities  to  effect  a  bona  fide  merger  or 
acquisition,  with  voting  rights  not 
greater  than  the  per  share  voting  rights 
of  any  outstanding  class  of  the  common 
stock  of  the  issuer. 

(4)  Corporate  action  taken  pursuant  to 
state  law  requiring  a  state’s  domestic 
corporation  to  condition  the  voting 
rights  of  a  beneficial  or  record  holder  of 
a  specified  threshold  percentage  of  the 
corporation’s  voting  stock  on  the 
approval  of  the  corporation’s 
independent  shareholders. 

(e)  Definitions.  The  following  terms 
shall  have  the  following  meanings  for 
purposes  of  this  section,  and  the  rules  of 
each  exchange  and  association  shall 
include  such  definitions  for  the  purposes 
of  the  prohibition  in  paragraphs  (a)  and 
(b),  respectively,  of  this  section: 

(1)  The  term  “Act"  shall  mean  the 
Securities  Exchange  Act  of  1934,  as 
amended. 

(2)  The  term  “common  stock”  shall 
include  any  security  of  an  issuer 
designated  as  common  stock  and  any 
security  of  an  issuer,  however 
designated,  which,  by  statute  or  by  its 
terms,  is  a  common  stock  [e.g.,  a 
security  which  entitles  the  holders 
thereof  to  vote  generally  on  matters 
submitted  to  the  issuer’s  security 
holders  for  a  vote). 

(3)  The  term  “equity  security"  shall 
include  any  equity  security  defined  as 


such  pursuant  to  Rule  3all-l  under  the 
Act  (17  CFR  240.3all-l). 

(4)  The  term  “domestic  issuer"  shall 
mean  an  issuer  that  is  not  a  “foreign 
private  issuer"  as  defined  in  Rule  3b-4 
under  the  Act  (17  CFR  240.3b-4). 

(5)  The  term  “security"  shall  include 
any  security  defined  as  such  pursuant  to 
section  3(a)(10)  of  the  Act,  but  shall 
exclude  any  class  of  security  having  a 
preference  or  priority  over  the  issuer’s 
common  stock  as  to  dividends,  interest 
payments,  redemption  or  payments  in 
liquidation,  if  the  voting  rights  of  such 
securities  only  become  effective  as  a 
result  of  specified  events,  not  relating  to 
an  acquisition  of  the  common  stock  of 
the  issuer,  which  reasonably  can  be 
expected  to  jeopardize  the  issuer’s 
financial  ability  to  meet  its  payment 
obligations  to  the  holders  of  that  class  of 
securities. 

(6)  The  term  “exchange”  shall  mean  a 
national  securities  exchange,  registered 
as  such  with  the  Securities  and 
Exchange  Commission  pursuant  to 
section  6  of  the  Act,  which  makes 
transaction  reports  available  pursuant 
to  Rule  llAa3-l  under  the  Act  (17  CFR 
240.1lAa3-l):  and 

(7)  The  term  “association”  shall  mean 
a  national  securities  association 
registered  as  such  with  the  Securities 
and  Exchange  Commission  pursuant  to 
section  15A  of  the  Act. 

(f)  An  exchange  or  association  may 
adopt  a  rule,  stated  policy,  practice,  or 
interpretation,  subject  to  the  procedures 
specified  by  section  19(b)  of  the  Act, 
specifying  what  types  of  securities 
issuances  and  other  corporate  actions 
are  covered  by,  or  excluded  from,  the 
prohibition  in  paragraphs  (a)  and  (b)  of 
this  section,  respectively,  if  such  rule, 
stated  policy,  practice,  or  interpretation 
is  consistent  with  the  protection  of 
investors  and  the  public  interest,  and 
otherwise  in  furtherance  of  the  purposes 
of  the  Act  and  this  section. 

By  tiie  Commission. 

Jonathan  G.  Katz, 

Secretary. 

Dated:  July  7, 1988. 

Commissioner  Grundfest,  Concurring 

Section  19(c)  of  the  Securities  Act  of 
1934  (the  “Act")  grants  the  Commission 
authority  to  amend  “the  rules  of  a  self- 
regulatory  organization  *  *  *  as  the 
Commission  deems  necessary  or 
appropriate  *  *  *  in  furtherance  of  the 
purposes  of  [the  Act)."*  The 


'  15  U.S.a  78s(c). 
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Commission  today  finds  that  Rule  19c-4 
is  both  necessary  and  appropriate.^  Our 
decision  is  based  on  review  of  a 
voluminous  record  describing  recent 
trends  in  disenfranchisement 
transactions,  combined  with  careful 
consideration  of  the  language, 
structuure,  and  history  of  the  Act.® 

Adoption  of  Rule  19c-4  may,  to  some, 
raise  concerns  about  potential 
encroachment  by  the  Commission  into 
areas  of  corporate  governance 
traditionally  subject  to  state  control. 
While  understandable,  these  concerns 
are  easily  overstated.  The  Act  reflects  a 
particular  Congressional  solicitude 
toward  the  exercise  of  voting  rights  and 
subjects  few,  if  any,  other  incidents  of 
share  ownership  to  the  degree  of 
regulation  and  oversight  directed  at 
corporate  suffrage. 

The  reasoning  supporting  Rule  19c-4 
would  therefore  not  necessarily  support 
future  Commission  rulemakings 
imposing  uniform  listing  standards 
regulating  other  aspects  of  corporate 
governance.  Put  another  way.  Section 
19(c]  does  not  provide  the  Commission 
carte  blanche  to  adopt  federal  corporate 
governance  standards  through  the  back 
door  by  mandating  uniform  listing 
standards.  The  disenfranchisement 
problem  addressed  by  Rule  19c-4 
presents  a  narrow  and  special  case  that 
does  not  easily  extend  to  other 
corporate  governance  standards  that 
may  be  referenced  by  listing  critera. 

Rule  19c-4  also  does  not  prohibit  any 
corporation  from  adopting  any  capital 
structure.  Corporations  can  continue  to 
issue  any  number  of  classes  of  stock, 
some  with  little  or  no  voting  power  and 
others  with  substantial  or  even 
dominant  control.^  The  rule  is,  instead. 


2  Because  section  19(c)  is  phrased  in  the 
disjunctive,  even  if  one  disputes  the  Commission’s 
conclusion  that  Rule  19c-4  is  necessary,  the 
Commission's  independent  finding  that  the  rule  is 
appropriate  in  futherance  of  the  purposes  of  the  Act 
provides  a  severable  basis  for  unpholding  adoption. 

^  Securities  Exchange  Act  Release  No.  24623  (]une 
22, 1987),  52  FR  23665  (June  24. 1987)  (“Proposing 
Release’’);  Securities  ^change  Act  Release  No. 
25891  (July  6, 1988)  ("Adopting  Release”). 

*  For  example,  suppose  a  corporation  with  a 
twenty  percent  shareholder  seeks  to  concentrate 
voting  powers  in  that  shareholder.  It  can  achieve 
that  result  by  offering  to  repurchase  the  eighty 
percent  of  its  outstanding  voting  shares  held  by  the 
public  and  raising  the  necessary  capital  through  the 
issuance  of  nonvoting  shares.  If  control  in  the  hands 
of  the  twenty  percent  shareholder  truly  enhances 
the  corporation’s  value,  this  transaction  will  be 
financially  feasible.  If,  however,  the  primary  effect 
of  the  transaction  is  to  transfer  wealth  from  public 
shareholders  to  the  dominant  shareholder,  then  the 
transaction  may  be  more  difficult  to  finance. 

Further,  if  a  corporation  wants  to  raise  additional 
equity  capital  without  diluting  the  voting  control  of 
existing  shareholders,  Rule  19c~4  allows  the 
issuance  and  sale  of  nonvoting  shares.  The  market 
mechanism,  which  is  a  substitute  for  the  electoral 
mechanism  generally  relied  upon  in  transactions 


carefully  crafted  to  address  concerns 
about  the  process  by  which 
disenfranchisement  occurs.  The 
transactions  that  most  consistently 
cause  concern  involve  exchange  offers, 
dividends,  or  other  distributions  that 
dramatically  increase  the  voting  power 
of  a  relatively  small,  well  defined  group 
of  stockholders  at  the  expense  of  a 
larger  group  of  public  stockholders. 

The  Supreme  Coiui  has  recently  relied 
on  the  potential  for  collective  action 
problems  as  a  basis  for  unholding 
Indiana’s  control  share  acquisition 
statute.®  As  the  Court  noted,  collective 
action  problems  can  cause  shareholders 
to  vote  in  favor  of  propositions  that  they 
might  oppose  if  given  an  opportunity  to 
act  together  as  a  group.®  Such  collective 
action  problems  are  hardly  unique  to 
shareholders — they  appear  in  many 
voting  contexts  and  have  long  been 
subject  to  careful  analysis.^  Here,  the 
evidence  of  record  suggests  that 
collective  action  problems  are 
associated  with  the  process  governing 
corporate  disenfranchisement  decisions. 

The  operation  of  collective  action 
problems  in  disenfranchising  decisions 
is  most  fully  developed  and  explained 
by  Professors  Gilson,®  Gordon,®  and 
Ruback.‘°  Rule  19c-4  addresses  these 
concerns  not  by  prohibiting  a  broad 
class  of  capital  structures,  as  proposed 
by  some  commentators,  but  by 
channeling  transactions  most  likely  to 
suffer  from  collective  action  problems 
into  a  market  mechanism  less 
susceptible  to  those  difficulties.  The  rule 
is  thus  narrowly  crafted  to  address 
transactions  that  possess  the  greatest 
potential  for  the  sort  of  coercion  that 
motivates  the  Commission’s  concern 
over  disenfranchisement. 

While  every  electoral  process  is 
potentially  subject  to  a  collective  action 


that  raise  disenfranchisement  concerns,  thus  acts  as 
a  filter  allowing  beneficial  recapitalizations  and 
financings  to  continue  while  deterring  transactions 
that  tend  primarily  to  disenfranchise  and  transfer 
wealth  from  public  to  inside  shareholders  without 
competitive  compensation.  See,  R.  Gilson, 
Evaluating  Dual  Class  Common  Slock:  The 
Relevance  of  Substitute,  73  Va.  L  Rev.  807  (1987). 

•  CTS  Corp.  V.  Dynamics  Corp.  of  America,  107 
S.Ct.  1637  (1987). 

•  Id.  at  1646. 

’’  See,  e.g.,  P.C.  Ordeshook,  Game  Theory  and 
Political  Theory  (1987),  Ch.  5  (Discussing  nonzero- 
sum  games,  political  economy,  and  the  prisoners’ 
dilemma,  and  noting  that  collective  action  problems 
were  recognized  and  discussed  by  Hume  in  A 
Treatise  of  Human  Nature,  Rousseau  in  his 
Discourse  on  the  Origin  and  Basis  of  Inequality 
among  Men,  and  Hobbes  in  Leviathan.) 

’  Gilson,  supra  note  4,  at  832-40. 

•  |.  Gordon,  Ties  that  Bond:  Dual  Class  Common 
Stock  and  the  Problems  of  Stockholder  Choice.  75 
Calif.  L  Rev.  —  (1988)  (forthcoming). 

R.  Ruback,  Coercive  Dual  Class 
Recapitalization,  (MIT,  Sloan  School  of 
Management,  Working  Paper)  (Dec.  1988). 


problem,  there  are  sound  reasons  for  the 
Commission  to  focus  its  concern  on 
decisions  that  can  lead  to 
disenfranchisement.  All  voting  choices 
fall  into  one  of  two  categories:  they  are 
either  “constitutional”  or 
“parliamentary.”  *  *  A  constitutional 
choice  involves  a  decision  about  how 
other  decisions  will  be  made.  A 
parliamentary  choice  involves  the 
application  to  a  particular  problem  of  a 
decision  rule  previously  determined  by  a 
constitutional  choice.  An  election  that 
proposes  to  disenfranchise  certain 
shareholders  is  a  constitutional  choice 
because  it  permanently  alters  the 
process  by  which  later  corporate 
decisions  are  made. 

Constitutional  choices  are  legitimately 
subject  to  greater  scrutiny  than 
parliamentary  choices  and  are  rationally 
subject  to  more  stringent  safeguards.*® 
These  safeguards  can  include 
supermajority  requirements  or  absolute 
prohibitions  on  disenfranchisements.** 
They  can  also  include  requirements  such 
as  Rule  19c-4  that  channel  constitutional 
decisions  through  mechanisms  less 
susceptible  to  collective  choice 
problems.  Indeed,  the  greater  scrutiny 
rationally  accorded  to  constitutional 
choices  provides  a  sound  and  consistent 
rationale  for  the  Commission’s  decision 
at  least  initially  to  focus  its  attention  on 
the  disenfi'anchisement  process. 

Finally,  it  is  worthwhile  to  observe 
that  Rule  19c-4  may,  in  the  future,  be 
criticized  for  generating  alleged 
inconsistencies  in  its  application  and 
result.  Some  of  these  inconsistencies 
may  be  real  while  others  will  only  be 
apparent.  Some  inconsistencies  may  be 
due  to  the  Commission’s  ei^ort  to  craft  a 
rule  that  has  a  primarily  prospective 
effect  and  that  therefore  provides  some 
latitude  for  “grandfathered” 
transactions  that  might  otherwise  have 
been  prohibited.*®  Moreover,  some 


*  •  See,  e.g.,  C.  Mueller,  Social  Choice  (1979):  J.  M. 
Buchanan  &  G.  Tullock,  The  Calculus  of  Consent 
(1962);  J.  A.  Rawls,  A  Theory  of  Justice  (1971). 

**  Mueller,  supra  note  11:  Rawls,  supra  note  11. 
Compare,  e.g..  Securities  Exchange  Act  Release 
No.  23724  (Oct.  17, 1986),  51  FR  37529  (proposed  rule 
change  filed  with  the  Commission  by  the  New  York 
Stock  Exchange  that  would  establich  a 
supermajority  requirement  for  disenfranchising 
transactions]  with  NYSE,  New  York  Stock 
Exchange  Listed  Company  Manual  section  313.00(c] 
(Unusual  Voting  Provisions),  313.00(D) 
(Proportionate  Voting  Power)  (1933  ft  Supp.  1986). 

See,  e.g.,  diixussion  in  adopting  release  of 
shareholder  rights  plans  at  Section  IIL  B.5.b.  and 
note  that  flip-in  poison  pill  plans  have  been  found  to 
be  discriminatory.  See,  e.g..  Amalgamated  Sugar  Co. 
V.  NL  Industries,  Inc,,  644  F.  Supp.  1229  (S.D.N.Y. 
1986)  (applying  New  Jersey  law);  R.D,  Smith  Sr  Co.  v. 
Preway  Inc.,  644  F.  Supp.  868  (W.D.  Wis.  1986) 
(applying  Wisconsin  law);  Spinner  Corp.  v. 
Princeville  Development  Corp.,  Civ.  No.  86-0701  (D. 
Haw.  Oct.  31, 1986)  (applying  Colorado  law). 
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inconsistencies  may  be  due  to 
interpretations  of  Rule  19c-4  as  applied 
by  the  self  regulatory  organizations. 

Here,  I  join  in  Commissioner 
Fleischman's  exhortation  to  the  SROs 
that  they  display  meaningful  backbone 
and  apply  Rule  19c-4  consistently 
according  to  its  terms  and  intent. 

More  fundamentally,  however,  it 
should  be  recognized  that  Rule  19c-4 
deals  with  one  of  the  more  intricate  and 
difficult  areas  in  all  the  social  sciences: 
the  problems  of  social  choice.  The  entire 
field  is  rife  with  paradoxes, 
contradictions,  and  impossibility 
theorems.**  Indeed,  when  subject  to 
close  scrutiny,  even  the  simple  majority 
voting  procedure  that  we  often  take  for 
granted  as  a  fair  and  generally  accepted 
method  of  social  decisionmaking  is 
revealed  to  be  full  of  potential 
contradictions  that  can  make  it  appear 
arbitrary  and  capricious.*®  Accordingly, 
it  is  neither  reasonable  nor  possible  to 
hold  Rule  19c-4  to  a  standard  that 
requires  perfect  logical  consistency  in 
all  circumstances  and  all  applications. 
No  voting  rule  or  rule  regulating  voting 
behavior  can  achieve  that  result,  and 
Rule  19c-4  should  not  be  held  to  such  an 
unattainable  standard.  The  rule  should, 
instead,  be  understood  for  what  it  is:  an 
effort  to  craft  a  carefully  targeted 
standard  that  operates  prospectively  to 
substitute  market  mechanisms  for  voting 
processes  in  situations  that  involve  a 
substantial  danger  of  collective  action 
problems  and  that  raise 
disenfranchisement  concerns  of 
constitutional  magnitude. 

Commissioner  Fleischman,  Concurring 

Adoption  by  the  Commission  of  Rule 
19c-4  initiates  a  new  phase  in  the 
process,  summarized  in  the  Release,  that 
began  with  the  1984  “moratorium"  on 
enforcement  by  the  NYSE  of  compliance 
with  sections  313  (D)  and  (E)  of  its 
Listed  Company  Manual.  *  After  four 


**  The  most  famous  of  these  is  Arrow’s 
impossibility  theorem  which  demonstrates,  among 
other  things,  that  no  voting  rule  satisfies  a  set  of 
four  seemingly  innocuous  and  desirable  conditions. 
See  K.  J.  Arrow,  Social  Classic  and  Individual 
Values  (196.'!);  A.  K.  Sen,  Social  Choice  and /ustice: 
A  Review  Article.  23  J.  Econ.  Lit.  1764  (1985).  For 
other  discussions  of  the  difficulties  encountered  in 
this  urea  see.  e.g.,  Ordeshook.  supra  note  7,  at  65-71 
(the  paradoxes  of  voting)  and  A.  K.  Sen.  Collective 
Choice  and  Social  Welfare  (1970). 

'*  See.  e.g..  Sen.  Collective  Choice  and  Social 
Welfare,  supra  note  IS,  at  ch.  10  (majority  choice 
and  related  systems);  A.  K.  Sen  and  P.  Pattanaik, 
Necessary  and  Sufficient  Conditions  for  Rational 
Choice  under  Majority  Decision,  1  J,  Econ.  Theory 
178  (1969);  P.C.  Fishbum,  Paradoxes  of  Voting,  68 
Amer.  PoliL  Sci.  Rev.  537  (1974);  T.  Schwartz.  The 
Logic  of  Collective  Choice  (1986). 

'  N'VSE.  New  York  Stock  Exchange  Listed 
Company  Manual  sections  313.00(G)  (Unusual 
Voting  Provisions).  313.00(D)  (Proportionate  Voting 


years  the  focus  will  now  shift  back  to 
the  NYSE  Department  of  Stock  List  and 
its  confreres  on  Trinity  Place  and  on  K 
Street  NW.  That  will  happen  because 
the  Commission’s  actions  today  not  only 
expand  the  Code  of  Federal  Regulations 
but  also  “add  to"-*  the  codex  of  rules  of 
each  affected  national  securities 
exchange  and  of  the  NASD.  In  my  view, 
so  it  should  be. 

For  most  of  this  century,  exchange 
(and,  more  recently,  NASD)  listing 
standards  have  interacted  with  the 
mandatory  and  permissive  provisions  of 
the  corporate  laws  of  the  several  states, 
subject  to  Commission  rules  of  specific 
application,  to  provide  an  accepted 
framework  for  the  safeguarding  of 
public  shareholder  rights  and  the 
inhibition  of  corporate  managers’ 
overreaching.®  For  example,  the 
corporate  decision  to  grant  stock  options 
to  employees  was  shaped  by  corporate 
law  requirements  such  as  Section  505  of 
the  New  York  Business  Corporation 
Law,®  listing  standards  such  as  section 
312  of  the  Company  Manual,^  and 
Commission  rules  such  as  Item  10  of 
Schedule  14A  ®  and  paragraph  (a)  of 
Rule  16b-3  ’’  (plus,  of  course,  the  ever- 
changing  provisions  of  the  Internal 
Revenue  Code).  Over  the  years  no  small 
part  in  the  process  was  played  by 
exchange  staff  members  who  (returning 
to  my  example  above)  quietly  insisted 
that,  while  it  was  nowhere  in  the  canon 
to  be  found,  an  exchange 
“interpretation"  would  mandate  the 
undertaking  by  the  listed  company  not 
to  replace  out-of-the-money  instruments 
with  new  at-the-market  options  in  the 
absence  of  further  shareholder  action. 
As  a  result  of  that  interaction,  there  was 
achieved  a  merger  of  substantive 
protections  and  procedural 
requirements,  illuminated  by 
Commission-mandated  disclosure,  that 
did  somehow  raise  the  level  of  generally 
accepted  corporate  practice  among 
American  public  business  enterprises. 

Today  the  Commission  deliberately 
challenges  the  exchanges  and  the 
NASD,  and  their  respective  “stock  list" 
staffs,  to  demonstrate  the  resiliency  and 
insight  of  which  that  interactive  process 


Power)  (1983  S  Stipp.  1986)  (hereinufter  Company 
Manual]. 

*  15  U.S.C.  78s(c):  ’The  Commission,  by  rule,  may 
abrogate,  add  to.  and  delete  from  *  *  ‘  the  rules  of 
a  self-regulatory  organization  *  •  *  " 

^  I  am  indebted  to  Professor  Louis  Lowenstein  of 
the  Columbia  Law  Sriiool  for  re-focusing  my 
attention  on  this  near-uninventable  tripartite 
structure. 

*  N.Y.  Bus.  Corp.  Law  section  505. 

*  Company  Manual,  supra  note  1.  section  312.00 
(Shareholder  Approval  Policy). 

*  17  CFR  240.14a-101  item  10. 

’  17  CFR  240.16B-3(a). 


is  capable.  A  brief  review  of  the  rule 
added  to  each  of  their  manuals 
demonstrates  why  this  is  so. 

Pursuant  to  Rule  19c-4,  a  rule  of  each 
affected  exchange  and  of  the  NASD  will 
forbid  that  exchange  or  the  NASD  from 
listing,  or  continuing  to  list,®  equity 
securities  of  a  domestic  company  if  the 
company  takes  corporate  action  “with 
the  effect  of  nullifying,  restricting  or 
disparately  reducing  the  per  share 
voting  rights  of  holders  of  an 
outstanding  (publicly-held)  class  or 
classes  of  common  stock’’.®  Recognizing 
that  application,  i.e.,  interpretation,  of 
its  own  rule  will  as  always  fall  in  the 
first  instance  to  the  exchanges  and  the 
NASD,  paragraph  (f)  of  Rule  19c-4 
admonishes  those  organizations  to 
adhere  to  interpretive  policies 
"consistent  with"  and  “otherwise  in 
furtherance  of’  *®  the  broad  purposes  of 
the  Exchange  Act  to  which  Rule  19c^  is 
directed.  In  addition,  in  order  that  the 
exchanges  and  the  NASD  may  harbor 
no  illusions  about  its  views  on  key 
issues  raised  during  the  comment 
process,  the  Commission  has  listed  in 
Rule  19c-4  four  types  of  corporate  action 
that  will  be  “presumed  to  have  the 
(prohibited)  effect”  and  four  types  of 
corporate  action  that,  "standing  alone”, 
will  be  “presumed  not  to  have  the 
(prohibited)  effect’’,**  and  has  discussed 
in  the  Release  each  of  these  eight 
matters  as  well  as  a  series  of  other 
substantive  issues.**  The  lengthy 
discussion  of  such  matters  serves  to 
alert  company  officials  and  their 
counsel,  as  well  as  the  stock  list  staffs, 
not  only  to  the  applications  and 
exclusions  specifically  covered  but  also 
to  the  approaches  the  Commission 
expects  to  be  taken  to  interpretation  and 
application  questions  generally. 

Since  Rule  19c-4  prescribes  an 
“effects"  test,  it  is  clear  to  me  that  the 
corporate  action  to  be  scrutinized  by  the 
stock  list  staffs  will,  in  many  instances, 
include  any  action  taken  by  the  listed  or 
applicant  company  as  a  second  or 
subsequent  step  reasonably  soon  after 
an  action  that  benefited  from  the 
presumption  of  permissibility.  Since 
Rule  19C-4  describes  both  impermissible 
and  permissible  corporate  actions  in 
terms  of  a  presumption,  actions  that  on 
their  face  appear  to  fall  in  one  category 
or  the  other  may  nevertheless  qualify,  or 
fail  to  qualify,  the  company  for  listing  or 


*  In  the  case  of  the  NASD,  the  correct  term  is 
“authorizfingj  for  quotation  and  transaction 
reporting  through  an  automated  quotation  system" 

*  Rule  19c-4(a).  (b)  (emphasis  added). 

Rule  19c-4(f). 

' '  Rule  19c-4(c).  (d)  (emphasis  added). 

See  Exchange  Act  Release  No.  25,891.  at  37-69 
(July  7. 1988). 
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continuance  in  the  list.  I  believe  the  key 
admonitions  are  the  following: 

(1)  The  focus  should  be  on  the  process 
by  which  the  voting  rights  structure  in 
issue  is  created  (not  on  the  company’s 
capital  structure  per  se)  and  its  effect  on 
existing  holders  of  publicly-held  stock. 

(2)  Corporate  action  that,  standing 
alone,  is  presumed  to  be  permissible 
does  not  exempt  a  scheme  that  involves , 
such  action  in  conjunction  with  other 
action  if,  when  taken  as  a  whole,  the 
combined  action  has  the  effect  of 
disenfranchising  existing  public 
shareholders.*'* 

(3)  It  is  the  Commission’s  intent  to 
minimize  the  impact  of  Rule  19c-4  on 
state  regulation  of  corporate  structures 
and  to  defer  to  state  law  when  states 
have  chosen  specifically  to  regulate  or 
limit  corporate  action.*® 

(4)  Analytical  and  interpretive  issues 
are  best  left  to  the  stock  list  staffs  of  the 
exchanges  and  the  NASD  to  determine, 
in  light  of  the  Commission’s  statements 
in  the  Release,  when  applying  the  rule.** 


•3  Mat  34, 43. 

Id.  at  38. 

'’‘Id.  at  35  n.84  (last  two  sentences),  58. 
id.  at  39  n.31.  40,  60, 66. 


Fundamental  to  the  implementation  of 
Rule  19C-4  in  my  view,  however,  is 
reliance  on  the  respective  stock  list 
staffs  of  the  exchanges  and  the  NASD  to 
abandon  the  vestiges  of  past  practice  in 
interpreting  and  applying  listed 
company  rules  without  notice  of  the 
substance  of  their  actions  to  the 
Commission  or  to  the  listed  companies 
and  their  counsel  generally.  Policies, 
practices  and  interpretations  of  the 
exchanges  and  the  NASD  are  “rules”  of 
those  organizations  by  virtue  of  Rule 
19b-4  under  the  Exchange  Act  *’  and 
must  be  treated  as  such  under  Section 
19(b).  Of  course,  not  every  stock  list 
staff  application  of  any  rule  qualifies  as 
a  “policy”,  but  multiple  application 
begins  to  resemble  a  “practice”  and 
general  application  certainly  rises  to  an 
“interpretation”.  If  it  is  true  that 
“historically  the  Commission  has 
permitted  the  exchanges  to  interpret, 
and  develop  practices  to  implement, 
their  listing  standards  in  order  to  deal 
with  the  huge  variety  of  circumstances 
to  which  they  must  be  applied,  without 
following  the  procedures  required  by 
section  19(b)”,’®  it  seems  to  me  that 


•’  17  CFR  240.19b-^(b). 

**  Letter  from  Robert  Todd  Lang.  Chairman.  Task 
Force  on  Disparate  Voting  Rights,  Section  of 


modification  of  that  practice  is  required 
to  assure  greater  public  understanding 
of  exchange  and  NASD  proceedings  in 
the  implementation  of  Rule  19c-4. 

Requiring  publicity  and 
evenhandedness  is  not  a  demand  for 
homogeneity.  I  still  think  as  I  thought  a 
year  ago:  The  responsiveness  of  each 
exchange  and  of  the  NASD  may  be 
expected  to  differ,  and,  given  some 
parameters  of  consistency  in  view  of 
Rule  19c-4  itself,  their  several 
resolutions  will  be  consonant  but 
needn’t  be  uniform.  That  is  as  it  should 
be. 

It  is  the  responsibility  and  care  that 
the  implementation  of  this  rule  should 
elicit  from  the  stock  list  staffs — 
precisely  the  sort  of  responsibility  and 
care  that  they  have  traditionally  brought 
to  the  performance  of  their  professional 
function.  The  Commission,  1  am  sure, 
will  demand  and  receive  no  less  in  this 
signal  and  challenging  endeavor. 

[FR  Doc.  15«09  Filed  7-S-m;  10:34  am) 
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Corporation,  Banking  and  Business  Law,  American 
Bar  Association,  to  Jonathan  G.  Katz,  Secretary, 
SF.C  37  n.l3  (Aug.  5. 1987). 


